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trend towards expansion of existing corpo- 
rate structures through reorganization and 
merger, rather than the formation of new 
corporate vehicles ; the increasing demand for 
new types of securities to meet the needs of 
the institutional investor; and the impact of 
rising price levels on corporate financial 
policies and the securities markets. 


These two volumes should prove a most 
valuable reference work ‘for corporate off- 
cials, attorneys, bankers, accountants, and 
others interested in corporate financial prob- 
lems. 

B. BERNARD GREIDINGER 


Graduate School of Business Administration 
New York University 


How to Raise Cash and Influence 
Bankers 


By Arthur H. Richland. Business Re- 
ports, Inc., Roslyn, N.. Y., 1953. Pages: 
126; $12.50. 


A crying need has long existed for the 
“approach direct” in literature concerning the 
financing of small and medium-sized business. 
Mr. Richland, out of a responsible business- 
financing background, has now produced a 
simply-stated discussion of why, when and 
how a business should be financed. This is 
a good book—and its practicality is very 
welcome indeed. All those responsible for 
financial guidance should read it. 


Businessmen who need additional funds in 
their enterprises are often unaware of the 
many sources of funds available to them, and 
further, are innocent of the “presentation- 
techniques” which often initiate successful 
negotiations for a lean. In his study, Mr. 
Richland discusses fifteen sources of funds 
available for loans and investments, ranging 
from garden-variety, open bank loans to fac- 
toring, assignment-financing and underwrit- 
ing. These discussions are designed to be 
“read on the run” and they can be. 


The point is stressed that the potential 
borrower, before undertaking to borrow 
operational funds, must develop an Olympian 
detachment which will enable him, after a 
long-range survey, to answer these _ basic 
questions : 


1. Do we belong in this business in the 
first place? 


2. Is this the time to expand ? 
3. Do we have a basis for making a loan? 
4. Can we ever repay this loan, or will the 


loan have to stay in the business indefi- 
nitely ? 

The answers to these questions should en- 

able the potential borrower to chart his 


(Continued on page 542) 
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(Continued from page 540) 
course properly. Mr. Richland puts his for- 
mula as follows: 

“Tf the amount you need can be advanced 
safely and soundly on the strength of your 
financial statement or against easily liqui- 
datable collateral and if you can pay it back 
out of liquidation of current assets and/or 
profits, you should seek a Joan. 

“If the foregoing is not the case, you 
need capital—Invested Capital or Borrowed 
Capital, depending on the situation.” 

KERMIT J. BERYLSON 


New York, N. Y. 


Minimizing Taxes on Professional Income 


3y Charles B. Bayly, Jr. 
cIATES, inc., Albany, N. 


xvii + 294; $7.50. 


Section 107 of the Internal Revenue Code 
is the relief provision for permitting certain 
taxpayers to regularize their income by 
spreading gross income of one year over sev- 
eral taxable years. Charles B. Bayly, Jr. a 
tax attorney, analyzes this remedial statute 
in great detail in a very informative treatise 
entitled, Minimizing Taxes on Professional 
Income. Actually, the title is a misnomer. 
The book concerns itself solely with that 
category of accumulated income that comes 
within the provisions of section 107. Although 
the original subsection 107(a) has been 
dubbed the “lawyer’s clause”, the benefits of 
the current section 107 are available not only 
to members of the accepted professions, but 
to inventors, creative artists, and to any em- 
ployee receiving’ “back pay.” 

Mr. Bayly packs a wealth of information 
into the book. He starts with a_ historical 
analysis of the section as originally enacted 
in the Revenue Act of 1939 and as subse- 
quently amended, and then devotes the bal- 
ance and major portion of his study to an 
explanation of the statutory meaning of each 
word, phrase, clause, section, and subsection, 
by critically analyzing published rulings and 
cases in point. The study thus provides a 
comprehensive survey of a seemingly small 
tax territory. What might appear to a cur- 
sory reader of section 107 to be a simple- 
looking statutory enactment of utmost clarity 
and simplicity is shown by the author to be 
full of many difficulties in the interpretation 
of even the most basic concepts. 


NEWKIRK Asso- 
Y., 1953. Pages: 


Section 107 contains three major subsec- 
tions, (a), (b) and (d), each affording 
similar tax relief, but each designed to cover 
a different situation. More than half of the 
book is devoted to the first subsection which 


is applicable to accumulated compensation re- 

ceived in one year for personal services of 

prior years. The qualifying criteria under 
(Continued on page 543) 
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Ss his for- 
subsection (a) are well stressed. Initially, a 
advanced ff taxpayer must resolve the problem as_ to 
h of your § whether his income constitutes “compensation 
sily liqui- jor personal services.’ Once that hurdle is 
ay it back § accessfully overcome, additional crucial de- 
ts and/or § terminations must be resolved as to the dates 
ithe commencement and termination of the 
case, you eriod of services; the nature of the compen- 
Borrowed sation—whether for separable services or for 
On. an indivisible job; what constitutes “total” 
RYLSOi compensation; and, when and in what ca- 
So) Ra . «66 ° 99 
‘ pacity compensation is “received or accrued. 
The creative artist receiving sporadic in- 
come may avoid the piling up of income into 
1 Income } the steeply graduated surtax brackets of a 
single year by resorting to subdivision (b). 
RK Asso- Wage earners receiving late paid salary or 
Pages: “back pay” resulting from specified delaying 
events may secure similar tax relief under 
. subsection (d). Here again, the author 
nue Code ; ; 3 
an delves into the case law to illustrate that 
gz certain : ¢ : i 
: ; there is far more to a statute than its words. 
come by ' . is : sae 
mer \lthough section 107 is the laudable result of 
+. Ir 4 the recognition by Congress of the inequity of 
‘gee: taxing in one year all the earnings of a tax- 
il statute ie ES tris e4 i ee: 
> treat payer resulting from work over long periods 
-atise “oft . 
naae f time, subsections (b) and (d) are shown 
fessional 





by the author to have proven to be inadequate 


lisnomer. ae ; : 
as a relief measure for the intended bene 


vith that feiate 
at comes a : F ; = : ¥ 

\ though Accountants should find the discussion of ent, Our tatistica 
‘as been | the computations involved in “spreading the ~<a 

nefits of 
not only ao: : : : : 
ions, but | “lective in years of the period of allocation 
anew ae apply in recomputing the tax on the part of epartment 
. the compensation so allocated. For conven- 

ience, the author aptly presents this as the 


income” highly stimulating. One facet of the 
problem is whether provisions of revenue acts 








ormation je as tl 
haere “as if” rule. The author explores the niceties 
enselal of the legal theories underlying this rule, and Why rent machine 
¢ sale makes a valid and convincing defense of it. : h f ; 
the bale | He maintains that section 10/ was intended when you can rent the use Of our com- 
ly to an | {0 make the tax the same as it would have pletely equipped statistical department? 
7 an ny had the egg sag aed been “ot eating in 
1 angen the prior periods e then affirmatively as- > 
ae serts in conclusion that the reasoning behind We do your work for you on modern 
ides a | the “as if” rule will be followed by the courts punched card equipment manned by ex- 
ipen inthe future. Yet, in a later discussion of the sebaoncesil lL The job i 
a cur. | eration of subsection 107(a) involving in- perienced personnel. The jo is Custom- 
simple- | Come splitting between husband and Rg po made for you and you get it on time. 
+ dana Mr. Bayly cites the recent case of R. Lee 
to be Marshall v. Hofferbert holding that a status - TT ee ; : 
tation | the recipient of the income in the year of et us tell you how this service can 
receipt, and not his status in prior years is save your organization time and money. 
dine determinative. The R. E. Lee Marshall case 
rding is not discussed under the “as if” rule, al- 
cover though it would seem to weaken to some 
; the extent the author’s conclusion of that dis- , 
fT Tae RECORDING & STATISTICAL CORPORATION 
in re- To th non- sophisticated tax practitioner, CHICAGO - BOSTON - DETROIT - MONTREAL - TORONTO 
vices of Mr. Bayly’s survey of section 107 written 100 Sixth Avenue, New York 13, N. Y. 
under substantially in non-technical readable lan- ; = WOrth 6-2700 
(Continued on page 544) ; ! 5 satis . 
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(Continued from page 543) 


guage and with a minimum of words of art, 
can prove to be invaluable in tax planning. 
In addition, this book can serve as an ex- 
cellent aid for preventive tax law. Since that 
can come about only after a conscientious and 
exhaustive study of the statute, it is fortunate 
that Mr. Bayly provides that type of a well- 
indexed study. 

SAMUEL A, DycKMAN 
New York, N. Y. 
New York Laws Affecting Business 

Corporations (Annotated) 


34th Edition. Revised to April 21, 1953. 

Pages: xxxii + 698 (paper cover). Price: 

$2.50, postage prepaid, plus 3% sales tax 

if sold for delivery in New York City. 

This handy volume contains annotated 
texts of the General Corporation Law, the 
Stock Corporation Law, provisions of the 
Membership Corporations Law, and in addi- 
tion those applicable provisions of the Tax 
Law and such portions of collateral acts as 
are of importance to corporation lawyers. 

\s in the past, the Synoptic Analysis and 
Table of Cases brought up to date are in- 
cluded to facilitate the use of the volume and 
to explain the interrelationship of the various 
statutes. 


When writing to advertiser kindly mention Tuk New York Certirien Pustic AccouNTANT. 


Principles of Accounting, Introductory 
(Fourth Edition) 


By H. A. Finney and Herbert E. Miller. 

PRENTICE-HALL, INc., New York, N. Y., 

1953. Pages: xviii + 716; $7.95. 

Professor Herbert E. Miller, of the Uni- 
versity of Michigan, has collaborated with 
Professor H. A. Finney in his fourth edition 
of a popular first-year accounting text, 
which had been previously written by the 
latter well-known author. 

lhe important changes contained in_ this 
new fourth edition may be generally suim- 
marized as follows: 

1. The coverage of the accounting cycle 
has been expanded to include four rather than 
three chapters. 

2. The journal has been introduced in the 
first chapter rather than in the second. 

3. Income and expense accounts are used 
in the second chapter, rather than the former 
method of recording such items directly in 
Earned Surplus. 

4. Single proprietorships and partnerships 
are presented earlier in the book. 

5. There has been a slight change in chap- 
ter sequence so as to offer better quarter 
and semester breaks. 

6. Chapter 27, on statement analysis, has 
been improved in organization and content. 

7. Controlling accounts are presented in 
the discussion of six-column journals, instead 


(Continued on page 545) 
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(Continued from page 544) Allied Cases 
bee, : ; Bs - « « Because they're designed to fit 
i with special books of original entry. the accountant's every need . . « 
8. Payroll taxes have been brought up to a. polis ne sathyee pan! direct 
date, and have been more extensively used in y 
the assignment material. 
9 A partnership practice set has been in- 
cluded in the problems contained in Chapter 
ll, and a corporation practice set, beginning ACCOUNTANT’S CASE 
with Chapter 21, has been materially reduced. #1018 Genuine top grain cow- 
[The authors have provided a wider scope of hide with solid brass extension 
problems, varying in length and difficulty. os i pmag gong pencil 
10. A foreword has been added to this 12”. Black or Brown. 
edition. The nature of accounting and _ its 
chr significance in the business world are re- + 20% Fed. Tax 
viewed in brief terms. DeLUXE CASE #1033 
The new edition contains 28 chapters and 
eel Bs ° Bae te ee The finest custom detailed ac- 
three appendixes entitled as follows: countant's case made. Genu- 
Appendix 1—Matters Related To Payrolls ine top grain cowhide with 
I : solid brass extension lock and 
Appendix 2—Locating Errors YALE padlock. 3 extra- 
Appendix 3—Preparation Of Monthly a. oo Fa 
Statements When Books Are 18x12x 8”. Sun- 
Closed Annually tan, Black, Brown, 
7 Ginger. 
\ssignment material follows in the latter Immediate Delivery. + 20% Fed. Tax 
portion of the book. As mentioned above, Satisfaction Guaranteed. 
there are more problems than in the previous Send check or money order to Dept. Q2. 
editions. They appear to be well organized ALLIED BRIEF CASE co. 
and varv as to size and degree of difficulty. 
[he assignment material is divided into five 186 FIFTH AVENUE (Entr. 23rd St.) 
general classifications, viz: NEW YORK 10, N. Y. * ORegon 5-3373 
1, Questions. 
“ 2. Group A Problems—101 in number— 


Forms are provided so as to reduce the stu- 


ae dent’s time in preparation. ; ACCOUNTS 


3. Group B Problems—134 in number 


Plain analysis paper is included for these 
Uni- problems. RECEIVABLE 


with 4. Practice Sets—A partnership practice 
lition set is included in Chapter 11 and a corpora- LOANS 
text, tion practice set is introduced in Chapter 20. 
the The latter has been materially reduced. All . * 
1 
necessary books and other materials required A un —_ Service for those of 
this for the solution of these practice sets ac- our clients who can profitabl 
I 
suin- “OMmpanv » re wl i ai0 . . 
company the textbook. use additional Working Capital 
5. Workbook — Additional questions and 3 hei 
cycle problems with space provided for answers in their business 
than and solutions are contained in this workbook. 
The authors have continued to use the ¢ i . 


1 the “corporate approach” in introducing the first LOWEST RATES - 


ey ap of elementary accounting in Chap- 
used ter 1. In quoting from the “Preface” on this 

rmer subject, the authors state: “The prefaces of * NON-NOTIFICATION 
ly i preceding editions contained the following 
statement: ‘Students should obtain, at the Onna 
very beginning of the course, a clear concept 
ot net worth, or capital. When the course 


ie begins with the individual proprietorship, a Service Factors Company 


needless source of confusion is introduced, as 


dens ind tical to distinguish between | 450 7th Avenue M. Jollee 
re net worth of the proprietor.’ Reaction to the New York City La 4-7661-2 
; corporate approach seems. to have been very : ’ 
d in generally favorable, and that approach has serving your clients over 20 years 


d been retained.” As in ‘other phases of 'teach- 
(Contifiued-on page 547) 
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specializing in the employment requirements 
of the public accountant and his clients 


ROBERT HALF 


personnel agencies 


25-15 bridge plara n. 
long Island city 
stillwell 6-5707 


new york city 


130 w. 42 street 
longacre 4-3834 


directed by a certified public accountant 


SITUATIONS WANTED 

C.P.A. (N.Y.)—Member State Society, age 
32, partner in New York CPA firm, desires 
responsible accounting position in private in- 
dustry in Long Island or N.Y.C. Minimum 
$6,000. Box 613, New York C.P.A. 
Society Member, C.P.A., 33, desires per diem 
12 days monthly, New York and N. J. Box 
608, New York C. E A. 


Tax Attorney, 46, ‘desires position on tax 
staff established firm; background 10 years 
association CPA firm; thoroughly versed all 
phases tax planning and practice ; personable; 
willing to relocate within New York State. 


30x 614, New York C.P.A 





BUSINESS AND PERSONNEL 
OPPORTUNITIES 

Help Wanted: 

Situations Wanted: 


20¢ a word, minimum $3.00, 
10¢ a word. minimum $2.00, 


Business Opportunities : l5¢ a word. wimimum $3.00 


Box number, if used. counts as three words. 
Closing Date—1sth of month preceding date of publication, 





BUSINESS OPPORTUNI1 ITIES 


Mail aa Telephone Service: Theale prowl 
for interviewing. $6.00 per month. Directory 
Listing. Modern Business Service, 505 Fifth 
Avenue (42nd Street). 


Statistical Teneattien—ee: to 31” wid 
Reports, mimeographing, personalized letters, 
Vari-typing. IBM typesetting. Hours 9:00 
a.m. to 9:00 p.m., Sat.—9:00 a.m. to 2:00 
p.m. M. E. Gitsham, 140 E. 45th Street, 
Nix: 17. MU 2-6891. 





Calculating Sevvics 
Inventories computed, sales analyses, ete, 
Statistical experience. Special service to 
C.P.A’s. Formerly with U. S. General Ac- 
counting Office. Verna Crawford, 505 Fifth 
Avenue, E Idorado 5-0280. 


Are you in need of iF ‘urnished_ Office, Desk or 
Mail and Phone? All available with complete 
service—use of conference and reception 
rooms. Stenographic service at a nominal fee. 
Mactell Service Co., 489 Fifth Ave. (42nd 
St.) New York City. MU 2-2492. 


C.P.A., LL.B., Society Member, over 15 
years of heavily diversified experience. Will 
invest in partnership with overburdened or 
retiring C.P.A., in N. Y., = as or Conn, area. 
Box 605, New York C.P.A 





be A. (New Jersey )- E stz tblished firm né& 
sires to enlarge clientele by purchase of in- 
dividual accounts or entire practice. Replies 
held strictest confidence. Box 606, New 
York C.P-A. 





Society Member, C.P.A., age 33, modest 
practice, available 12 days monthly to assist 
overburdened practitioner. Box 607, New 
York 'C.P-A. 


Remember when you started your practice? 
That’s the stage I’m in now! I’m certified, 
35, Society, A.I.A. member; married; two 
children; not enough clients. ‘Weed” ott 
your surplus, practically profitless, clients 
and we'll both benefit! Box 609, New York 
CaP R: 


(Continued on page 547) 
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NATIONAL ORGANIZATION OF APPRAISAL ENGINEERS 


STANDARD APPRAISAL COMPANY 


BOSTON ATLANTA 
PHILADELPHIA 6 CHURCH STREET CHICAGO 
PITTSBURGH NEW YORK, N. Y. ST. LOUIS 
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CPA Desires Partnership or position leading 
to partnership—age 29, married, will relo- 
cate; diversified audit experience; presently 
associated with tax attorney; willing to in- 
vest. Details on request. Box 610, New 
York C.P.A. 


C.P.A., 37, $10,060 practice in Manhattan, 

spare time, seeks association or partnership, 

jor mutual benefit, growth. Box 611, New 
York C. P. A. 

Practice Wanted 

_ 40, Society member, own firm, has 

available $10,000 to $20,000 for purchase of 


aelice, New York City, and vicinity. Box 
612, New York ¢ P.. \. 


. and N.A. “Bul- 


For sale, set N.Y, ay ae 
A. Miller, ¢ CI 5-6300. 


tins 1939 to 1952 te 
Accountants’ Reports Trped 

Attractively! Also expert 

Lillian Sapadin, 501 Fifth 


Accurately and 
mimeo aaaew 


Ave., \ 2-5346. 


C Pp A., 37, excellent background, has consid- 
erable free time, seeks association with estab- 
lished firm at top level. Box 615, New York 
C.P.A. 


PA. Partnership will purchase accounts 
or entire practice in New York City and 
Vicinity. Financially responsible. Bex 616, 


New York C.P.A. 
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ing technique, accounting instructors may 
differ in the advantages and disadvantages 
of this procedure in a first year accounting 
course, 

It is noted that this edition has been 

“freshened up” with current thinking in the 
accounting field, such as references to the 
accounting research bulletins of the American 
Institute of Accountants; the treatment of 
sales discounts as a reduction of sales and 
purchase discounts as a reduction of pur- 
chases in the profit and loss statement; and 
the inclusion of considerable reference to 
taxes which every student of business ad- 
ministration should learn in a first year 
accounting course today. 
_ The authors have made many excellent 
Improvements in this fourth edition, and it 
is the writer’s belief that “Finney and Miller” 
will continue to be widely accepted as an 
outstanding textbook in the field of account- 
ancy for many more years to come. 


; Horace J. LANDRY 
Syracuse 


1953 


University 
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“My many years as 


Wm. Schnver, bud. MRA Placement Manager 


Licensee 


have proved of value in 
securing properly qualified personnel and 
key executives for accountants and their 
clients. A full understanding of your ex- 
act needs can cut down costly personne) 
turnover and wasteful inefficiency. We 
have on our lists right now efficient per- 
sonnel seeking positions—personnel you 
may sorely need. These highly trained 
people, including key executives, use our 
services. Our following of many years— 
comptrollers, accountants of all grades, 
bookkeepers, and general office help— 
looks to us whenever they contemplate 
a change. In our Offices, their. ambitions 
and your needs can be brought together 
to mutual advantage. Whatever your 
personnel needs, call me personally, and 
let me secure dependable help for you~ 


¢ COMPTROLLERS e¢ BOOKKEEPERS 

© OFFICE MANAGERS Full Charge 

e ACCOUNTANTS Assistants 
C.P.A.’s e SECRETARIES 
Seniors, Semi-Srs. e STENOGRAPHERS 
Juniors ¢ TYPISTS 

e EXECUTIVES e CLERKS 








FOR PROMPT 
SERVICE Wm. Schnuer 
Licensee 
Call: 
Shirley Schnuer 
Licensee 


“Serving Leading National Firms” 


Defeudatle 


EMPLOYMENT AGENCY 
220 W. 42nd St. © New York 36 
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" Oatonals save us their cost every year’’ 


—RAYTHEON MANUFACTURING CO., Waltham, Mass. 
**Excellence in Electronics*’ 


“We use National Accounting Machines on both Ac- Regardless of the type of your busi- 
counts Receivable and Accounts Payable. Because of — €Ss, there is a National System that 
their many automatic features and other advantages, our ‘US Costs, pays for itself out of the 
Nationals save us their cost every year, thus returning poipicn leper a a 
about 100% annually on the investment. ie Stetinnat anaes 7 

“Nationals’ ease and simplicity of operation have sim- what you can save with the National 
plified the training of operators. Furthermore, operators Machines suited to your needs. 
are happier because they eregenesenee 


accomplish their work Caroma. 


with less effort.” 








President 


RAYTHEON- largest maker of marine radar, leading supplier of 
radio and television tubes, producer of electronic equipment for 
government, industry and the home. 


THE NATIONAL CASH REGISTER COMPANY, payron 9, on10 
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Differences Between New York State and 
Federal Income Taxes 


By N. Harry Sack, C.P.A. 


This paper highlights important, recently developed differences 
between the federal and New York State income tax laws. 


5 years ago* I discussed with you 
the major differences between fed- 
eral and New York state income tax 
laws. In the short period which has 
elapsed since then, many new differ- 
ences have developed. It seems appro- 
priate, therefore, that we review the 
subject to highlight these newly devel- 





N. Harry Sack, C.P.A., is a 
member of our Society and of the 
American Institute of Accountants. 
He is presently serving as a member 
of the Society’s Committee on State 
Taxation and as chairman of its 
Committee on Admissions. 

Mr. Sack holds the J. D. degree 
from the New York University 
School of Law and the B. S. degree 
from The City College of New York. 
He is a partner in a prominent New 
York accounting firm. 

This paper was presented at a 
technical meeting of the Society held 
on April 9, 1953, at the Engineering 
Societies Building, under the aus- 
pices of the Committee on State 
Taxation. 











oped differences. 

Your Committee on State Taxation 
is, of course, interested in these dif- 
State rule has inequitable results. With 
the hope of doing something construc- 
tive about it, your Committee—first 
under the chairmanship of Mr. Har- 
row, and currently under the chair- 
manship of Mr. Schlosser, submitted 
to the State Tax Commission a list 
of recommended changes. Last fall, a 
subcommittee met with the State Tax 
Commisson and other senior officials 
of the State Tax Department. We pre- 
sented in writing and discussed orally 
a number of suggestions, which I shall 
review in a few moments. Whether 
ferences—and our interest is partic- 
ularly keen in situations where the 
it was through these efforts, or through 
the work of other organizations or 
individuals, a number of bills were 
proposed at the recent session of the 
State Legislature which aimed at 
eliminating some of the inequitable 
differences. Because of the rush to end 
the session, most of these bills failed 
to pass. However, the fact that so many 





* Sack, N. Harry. “Differences between the New York State and Federal Income Tax 
Laws.” 21: The New York Certified Public Accountant 419 (June, 1951). 
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income tax bills were introduced is 
significant, since it -does reflect the 
serious attention being paid to the 
subject. Of the 114 bills relating to 
the State Personal Income Tax, only 
twelve passed. Of these, eleven have 
been approved by the Governor and 
one was vetoed. 

let us now consider the new dif- 
ferences between state and_ federal 
income taxes. Most of them arose as 
a result of amendments to the Internal 
Revenue Code by the Revenue Act 
of 1951, although some came about 
through amendments to the State law. 


Head of Household 

The Revenue Act of 1951 amended 
Section 12 (c) of the Code to provide 
a new table for computing the surtax 
of one who is a “head of a household.” 
The effect of the amendment is to 
extend to an unmarried individual who 
qualifies as the “head of a household”, 
approximately 50% of the benefit of 
the income-splitting device available to 
married couples filing joint returns. 
The New York law does not provide 
either for income-splitting or for the 
“head of household” benefit., It does, 
however, allow to a “head of a family”, 
which is differently defined, the same 
personal exemption of $2,500 allowed 
to a husband and wife living together. 


Credit for Dependents 


Prior to 1952, the New York law 
allowed a taxpayer a credit of $400 
for each dependent. Beginning with 
1952, however, the credit provision has 
heen amended to provide that if a tax- 
payer occupies the status of a “head 
of a family” solely by reason of there 
being one or more dependents for 
whom he would be entitled to credit, 
the credit with respect to one of such 
dependents shall be disallowed. 

Under the federal law, an individual 
who qualifies as a “head of household” 
does not lose any credit for support 
of his dependents merely by reason 
of his status. 
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Compensation of Servicemen 


The Revenue Act of 1951 extended 
from December 31, 1951, to December 
31, 1953, the tax exemption of com- 
pensation received by enlisted personnel 
of the Armed Forces, and of the first 
$200 per month received by commis- 
sioned officers, for any month during 
any part of which the recipient served 
in a combat zone after June 24, 1950. 

The state law in this respect differs 
from the federal law in these three 
ways: First, so far as commissioned 
officers are concerned, the federal law 
exempts only the first $200 per month, 
whereas the State law exempts the 
entire income. Second, with respect to 
all personnel, whether commissioned 
or not, the federal exemption applies 
only to services performed in combat 
zones, whereas the state law has no 
such geographical limitation. Third, 
the federal exemption applies only 
until the end of the calendar year 1953, 
whereas the state exemption can carry 
through until the end of 1954 unless 
the national emergency is terminated 
earlier. This last change in the state 
law is the result of an amendment to 
Section 359 of the Tax Law which 
was signed by the Governor on March 


13, 1953. 


Distributions in “Spin-off” 
Reorganizations 


The Revenue Act of 1951 added 
Sec. 112 (b) (11) to the Code per- 
mitting “spin-offs” without recognition 
of gain or loss to the shareholders. A 
spin-off occurs when a part of the 
assets of a corporation is transferred 
to a new corporation and the stock 
in the new corporation is distributed 
to the shareholders of the original 
corporation without a surrender by the 
shareholders of stock in the distrib- 
uting corporation. From January 1, 
1934, until the enactment of this sec- 
tion on October 20, 1951, such a dis- 
tribution was taxable as an ordinary 
dividend to the stockholders. 

The State has no such provision 
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and accordingly the general State rule 
applies which treats as ordinary in- 
come, dividends paid by a corporation 
to its stockholders in stock of another 
corporation. Such distributions are 
fully taxable on the basis of the fair 
market value on the date received. 

In this connection it is noted that 
until February 22, 1939, Section 354, 
subdivison 5 of the Tax Law provided 
for tax-free spin-off reorganizations 
without the surrender of stock by the 
shareholder, but it was repealed on 
that date to conform to the Federal 
law. 

In view of the addition to the Code 
of Sec. 112 (b) (11), it is recom- 
mended that the State enact a similar 
provision again permitting such spin- 
oft reorganizations. 


Distribution Taxable as 
Ordinary Dividend 


Under Section 115 (a) of the Code 
a distribution by a corporation is 
taxable as an ordinary dividend if 
paid out of its earnings or profits 
accumulated after February 28, 1913, 
or out of the earnings or profits of 
the taxable year in which the distri- 
bution is made. 

\ distribution made from other 
sources, such as appreciation in the 
value of assets, is not construed as a 
taxable dividend; it is simply a return 
of capital. The New York State law 
is substantially the same, except that 
unlike the Federal statute, it does not 
exempt distributions from earnings 
prior to the enactment of the first 
income tax law in 1919. However, a 
recent ruling, issued March 13, 1953, 
creates another difference. This holds 
that cash distributions paid out of 
surplus resulting from the revaluation 
of real property are taxable as ordinary 
income to the shareholders. The ruling 
involved a situation where funds for 
the distribution were provided as a 
result of financing the construction of 
buildings upon such terms that the 
mortgages far exceeded the cost of the 
reai property, including the buildings 


LDS 


erected thereon. I believe the legality 
of the ruling is questionable if it is 
deemed to apply to situations where 
there are no earnings or profits. 


Sale of a Personal Residence 


The Revenue Act of 1951 added 
Section 112(n) to the Code to provide 
for the non-recognition of gain on 
sale of a principal residence where 
the taxpayer purchases a new principal 
residence within one year before or 
after such sale. In such case, gain is 
recognized only to the extent thet 
the selling price of the old residence 
exceeds the cost of the new one. Or 
March 26, 1953, the Governor signed 
into law and amendment to Section 354 
of the Tax Law. This adopted th» 
federal treatment of gain from the 
sale of a former residence. However, 
there are three major differences be- 
tween federal and state provisions in 
this respect. 


1. The exemption from state tax 
applies when the new principal 
residence is purchased within 
six months before or after the 
sale of the old principal residence. 

2. The federal law provides an 18- 
month period in the event of 
construction of a new residence. 
The state law provides a 12- 
month period. 

3. The federal rule applies to the 
sale of a taxpayer’s principal 
residence made on or after Jan- 
uary 1, 1951. The state rule ap- 
plies only to sales made on or 
after January 1, 1952. 


Of course, it should be noted, that 
a loss sustained on sale of a personal 
residence is deductible as a capital 
loss under the State law but not 
under the federal law. 


Sales Between Related Parties and 
Sales to Controlled Corporation 


The Revenue Act of 1951 added 
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Sec. 117 (0) to the Code denying 
capital gain treatment on sales or 
exchanges of depreciable property 
between a husband and wife, or be- 
tween an individual and his controlled 
corporation. The purpose of this 
amendment is to forestall the practice 
of selling assets to related interests 
in order to obtain the benefits of 
increased depreciation deductions. 

The state has adopted no similar 
provision and accordingly will allow 
the capital gain treatment in such cases 
(assuming the transaction is bonafide ) 
except, however, where the depreciable 
property is used in a trade or business, 
in which event the gain is taxable at 
ordinary rates. 

Neither has the state any provisions 
similar to Sec. 24 (b) of the Code, 
denying deduction for losses on sales 
or exchanges of property directly or 
indirectly between members of a 
family, partners, an individual and his 
controlled corporation, between fidu- 
ciaries and beneficiaries of a trust, or 
between other specified groups. How- 
ever, such will be scrutinized 
as to whether they were made in 
good faith. 


sales 


Corporation Liquidated Under 

Sec. 112 (b) (7) 

The Revenue Act of 1951 amended 
this section to provide that if a cor- 
poraton liquidates in any one calendar 
month in 1951 or 1952 pursuant to 
a plan adopted after December 31, 
1950, the stockholders of the corpora- 
tion may elect to postpone the tax- 
ability of the gain. Under this section, 
if the holders of at least 80% of the 
voting stock file the necessary elections 
within 30 days of the adoption of the 
plan of liquidation, part of the gain 
of qualified electing shareholders is 
recognized as a dividend, part may be 
recognized as a capital gain and es- 
sentially the unrealized appreciation 
of the assets distributed will not be 
taxed upon the liquidation, but the 
tax will be postponed until the assets 
are disposed of by the stockholders. 
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In April, 1952, the State added 
Sec. 354, subdivision (9) to the law, 
which closely follows Sec. 112 (b) 
(7) of the Code, with respect to the 
tax treatment of property distributed 
in liquidation. Like the federal provi- 
sion, it permitted the deferment of 
gain under certain circumstances upon 
the complete liquidation of a corpora- 
tion in any one calendar month in 
1951 or 1952. 

The State Tax Commission 
ruled, however, that the benefits of 
the State provision are applicable only 
if shareholders possessing at least 80% 
of the voting stock are residents of 
the State and file the necessary elec- 
tions. The effect of this ruling was to 
limit the provisions to comparatively 
few corporations. Accordingly, where 
the State law is not applicable, the 
electing shareholder in such a liquida- 
tion will have a different tax liability 
and a different basis for the property 
received under the two laws. 

A bill to remedy this defect in the 
law, known as Senate Bill 25 


has 


2556, was 
passed at the recent session of the 
State Legislature and was approved 
by the Governor on April 8, 1953. 
The amendment excludes stock owned 
by non-residents in the provision re- 
quiring that written elections must 
be filed by shareholders who are own- 
ers of stock possessing at least 80% 
of the total combined voting power 
(exclusive of voting power held by 
corporations). The amendment also 
provides that those who now qualify 
by reason of this new provision must 
file elections by August 1, 1953. 

Accordingly, taxpayers who failed 
to elect because of the prior state 
ruling may do so on or before August 
1, 1953. 


Changes in Election 

The 1951 Revenue Act added Sec. 
51 (g) to the Code which provides 
that a married individual who has filed 
a separate return for a taxable year 
beginning after 1950 for which he 
could have filed a joint return may 
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change his election by filing a joint re- 
turn within three years of the last date 
prescribed by law for filing the return 
for such year. 

Under the State law, the election 
to file a joint state return or separate 
state returns for a taxable year may 
not be changed after the due date for 
filing the return for such year. 

Under Sec. 23 (aa) (7) of the Code 
as amended by the Revenue Act of 
1951, an election to take the standard 
deduction or to itemize deductions is 
revocable for taxable years beginning 
on or after January 1, 1950. Under 
the state law, the election to take the 
optional deduction is irrevocable and 
may not be changed after the due 
date for filing the return for the taxable 
year. 


Payments to Beneficiaries of 
Deceased Employee 


Under Sec. 22 (b) (1) of the Code 
as amended by the Revenue Act of 
1951, death benefits not in excess of 
$5,000 paid in years beginning on or 
after January 1, 1951 by an employer 
to beneficiaries of an employee on 
account of the death of the employee 
are exempt from tax where payment 
is made pursuant to a pre-existing 
express contract that legally obligates 
the employer to make such payment. 

The state has also adopted these 
provisions in an amendment to Sec. 
359.2-a, which was approved by the 
Governor on March 26th. The State 
amendment, however, is applicable to 
years beginning on or after January 
1, 1952. 


Differences as to Deductions 


Medical expenses — Under Sec. 23 
(x) of the federal law, if medical 
expenses exceed 5% of adjusted gross 
income, the excess is deductible in 
multiples of $1,250 up to a maximum 
of $5,000 depending upon the number 
of exemptions (not including the 
“blind” and “over 65” exemptions). 
Beginning in 1951, however, if either 
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the taxpayer or his spouse becomes 
65 before the close of the taxable year, 
the 5% limitation doesn’t apply except 
as to the medical expenses incurred 
for his dependents. 

Under the New York law the max- 
imum deduction is $1,500 for a hus- 
band and wife who file a joint return 
or for the head of a family, and $750 
for all other individuals. No special 
benefit is provided for persons 65 years 
or older. At the recent session of the 
legislature numerous bills granting 
additional deductions for medical ex- 
penses were proposed but they all 
failed of passage. 


Charitable Contributions 


Sec. 23 (0) of the federal law was 
amended in 1952 to provide for a 
maximum deduction of contributions 
limited to 20% of adjusted gross in- 
come. In New York the limitation 
is 15% and applies to net income 
before contributions and medical ex- 
penses. A proposed amendment to the 
New York law, increasing the maxi- 
mum deduction for charitable contribu- 
tions to 20% of net income failed to 
pass. 


Dividends Paid on Borrowed Stock 
in Case of Short Sales 


In a letter ruling of the Deputy 
Commissioner, dated July 1, 1951, 
such dividends paid by the seller on 
stock borrowed to cover short sales 
must be added to the cost or other 
basis of the securities sold and may 
not be treated as a deduction from 
gross income. 

For federal income tax purposes, 
the seller may deduct dividends paid 
by him to the lender of the stock. 


Expenditures for Mine Exploration 


The 1951 Revenue Act added Sec. 
23 (ff) to the Code which permits a 
taxpayer for taxable years ending 
after December 31, 1950, to deduct 
annually costs paid or incurred not 
exceeding $75,000, for the purpose 
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of ascertaining the existence, location, 
extent or quality of any ore or mineral 
deposit, but not oil or gas, provided 
that such expenditures are made prior 
to the beginning of the development 
stage of the mine or deposit. This 
section permits the taxpayer, if he so 
elects, to deduct such expenditures as 
deferred expenses on a ratable basis 
of units sold. 

There is no similar provision in 
the State law. 


Payment of Tax 


I call your attention to the fact 
that the New York law was amended 
in 1952 effecting a change in the 
dates for paying the third and fourth 
instalments. To illustrate: for a calen- 
dar year taxpayer, the third and 
fourth instalments are now due by 
November 15th, and the following 
February 15th respectively instead of 
by October 15th and the following 
January 15th as heretofore. 

Furthermore, under the new amend- 
ment, no instalment may be less than 
$10.00, except the last. 


Apportionment of Optional 
Deduction 


Sec. 360-a of the state law has 
been amended effective for years begin- 
ning on or after January 1, 1953, to 
provide that if a taxpayer files a return 
for a period of less than 12 months 
because of a change of residence or 
accounting period, the optional deduc- 
tion shall be apportioned under rules 
and regulations prescribed by the Tax 
Commissioner in accordance with the 
number of months before and after 
such change. Prior to this amendment, 
a taxpayer filing a return for a “short 
period” could not use the optional 
deduction. 

Under the federal law, the compar- 
able standard deduction is not per- 
mitted on returns for periods of less 
than 12 months due to change of 
accounting period. 
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Differences in Treatment of 

Fiduciaries 

There are a number of differences 
between the federal and state laws in 
the treatment of the income of fidu- 
ciaries. At this time, I want to refer 
only to the difference in the treatment 
of revocable trusts. 

Unlike the federal rule, there is 
no authority in the state law for tax- 
ing the grantor of a trust on the 
income of revocable trusts. The Tax 
Commission has held that such income 
is properly taxable to the beneficiary. 

This difference has a number of 
interesting results. Under the state 
rule, gain or loss on the sale of property 
is taxable to the trust entity. Contri- 
butions properly paid out of trust 
income, pursuant to the trust instru- 
ment reduce net income taxable to thie 
beneficiary. 

Under the federal rule, the grantor 
of a revocable trust is allowed those 
deductions with respect to the corpus 
as he would have been entitled to had 
the trust not been created. This dif- 
ference is particularly significant where 
an individual creates a revocable trust 
naming himself the beneficiary. 

I shall now comment on some of the 
recommendations for changes in our 
tax law which our committee made to 
the State Tax Commission. 


Change in Definition of Capital 
Asset 


In 1942 the federal law, through 
Sec. 117 (j), was amended to coireci 
an inequity in the treatment of gain 
resulting from the sale of real property 
and depreciable property used in trade 
or business, and not held for sale to 
customers. While Section 117 (a) ex- 
cludes these assets from the definition 
of capital assets, Section 117 (j) pro- 
vides in general that gains from the 
sale of “property used in the trade or 
business” held for more than 6 months 
shall be treated as capital gains and not 
as ordinary income. 

The reason underlying the distinc- 
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Differences Between New York State and Federal Income Taxes 


tion between the taxation of ordinary 
income and the tax on capital gains is 
that capital gains generally arise over 
a long period of years and Congress 
regarded it as unfair to tax the entire 
accretion at the surtax rates of the year 
in which realized. Certainly there can 
hardly be anything that is more in the 
nature of capital than a plant or plant 
equipment, and to tax the gain on sales 
of such assets as a capital gain seems 
a fair method. 

The state has no provision similar to 
Section 117 (j) and because of that, 
what is a capital gain for federal tax 
purposes has to be treated an an ordi- 
nary gain on the state return, leading 
to the result that we believe is unfair. 

Our Committee accordingly recom- 
mended that the State adopt provisions 
similar to Section 117 (j) of the Code. 

At the recent session of the State 
Legislature two bills were introduced 
adopting provisions similar to Section 
117 (j), but, I am sorry to say, both 
failed to pass. 


Optional Deduction 


Our Committee recommended that 
the definition of the optional deduction 
should be changed to correspond in 
principle with the definition of “stand- 
ard Deduction” employed for federal 
tax purposes. In other words, taxpay- 
ers using the standard deduction 
should be permitted customary busi- 
ness deductions in arriving at gross 
income. 

The unfavorable position of individ- 
uals in business, as compared with in- 
dividuals deriving partnership income 
should be noted. Under the present 
state law, an individual sole proprietor 
may not deduct his business expenses 
in addition to the optional deduction, 
whereas the individual partner reports 
only his distributive share of the part- 
nership net income, which is after busi- 
ness deductions, and then may claim 
the optional deduction. 

A Senate bill, number S2798, was 
introduced in the last session allowing 
an individual engaged in business as a 
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sole proprietorship to elect to take the 
optional deduction in lieu of non-busi- 
ness deductions. However, the bill 
failed to pass. 


Taxation of Receipts from 
Employees’ Trusts 


Section 165 (b) of the Internal 
Revenue Code, relating to employees’ 
stock bonus, pension, or profit-sharing 
trusts, provides thit if the total dis- 
tributions payable with respect to any 
employee, are paid to the employee or 
his beneficiary within the taxable year 
in which the employee is separated 
from the service, the amount in excess 
of the employee’s contribution shall be 
treated as a long-term capital gain. 

This is an eminently fair provision 
as the amounts received by benefici- 
aries of these trusts represent, in the 
normal case, contributions by the em- 
ployers over a long period of years, 
and to tax these distributions fully at 
ordinary rates as the State of New 
York does is inequitable and discrimi- 
natory. 

Our Committee accordingly has rec- 
ommended that the state adopt the fed- 
eral provision and thus eliminate this 
unfair difference between these laws 
but we regret that we could not per- 
suade the Commission to support this 
proposal. 


Dividends from Regulated 
Investment Companies 


Under Section 362 of the federal 
Code, corporations qualifying as “regu- 
lated investment companies” and their 
stockholders are subject to special tax 
treatment. One of the results of this 
treatment is that an investment com- 
pany’s ordinary earnings, when dis- 
tributed to a stockholder, are taxed to 
him as ordinary income whereas its 
capital gains, when distributed, are 
treated as long-term capital gains. 

The state has no similar provisions 
and accordingly “capital gain divi- 
dends” are fully taxable as ordinary 
income on the state return. 
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Our Committee felt that the reasons 
which prompted Congress to enact 
these relief provisions were equally im- 
pelling in the state tax field and with 
the thought that differences between 
the two laws should be eliminated 
wherever it was believed advisable, it 
recommended that the state law treat 
capital gain dividends of regulated in- 
vestment companies as capital gains 
when received by the stockholder. Un- 
fortunately, we were unsuccessful in 
getting the State Tax Commission to 
go along with this proposal. 


Deduction of Foreign Income Taxes 

Under the State law a resident tax- 
payer is not entitled to a credit for in- 
come taxes paid to another govern- 
ment, such as provided in Sec. 131 of 
the Code. Furthermore, the state law 
does not even allow a deduction for 
such taxes paid or withheld. It ap- 
peared to us as unfair for the State to 
impose a tax on more than a taxpayer 
receives. 

In order to eliminate this difference 
and introduce a degree of equity, our 
Committee recommended that the law 
be amended to permit the deduction by 
residents of all income taxes paid or 
withheld, other than the Federal and 
New York State income and unincor- 
porated business taxes, but here again 
we could not convince the Commission 
to support our proposal. 

Although no such bill was intro- 
duced at the recent session of the State 
Legislature, I noted that eleven differ- 
ent bills providing for the deduction of 
federal income taxes in computing net 
income were submitted. However, 
none of them passed. 


Statute of Limitations on 
Refund Claims 


Under the federal law, a claim for 
refund may be filed within three years 
of the due date of filing the return. 
Under the state law, the period is two 
years, which heretofore began, not 
from the due date, but from the actual 
date of filing the return. Our Commit- 
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tee felt that this limitation was unfair 
considering that in making assess- 
ments, the period of limitation, which 
is thtee years, starts from the due date 
and not from the actual date of filing. 
We accordingly recommended that the 
limitation be changed. 

I am happy to report that the recom- 
mendation was adopted at the last ses- 
sion in an amendment to Section 374 
which provides that for revision or re- 
fund of personal income taxes, returns 
filed before the last day prescribed shall 
be considered as filed on the last day. 
The amendment was approved by the 
Governor on March 24th, 1953, and is 
applicable to returns for any year com- 
mencing on or after January 1, 1953. 


Conclusion 


There are many other differences 
between the New York State and Fed- 
eral income tax laws. Those that I 
have not mentioned this evening were 
to a great extent referred to in my 
previous paper on this subject. 

Our Committee feels that only by 
highlighting these differences, and 
bringing them to the attention of the 
various tax authorities can progress be 
made in the elimination of those that 
are unnecessary and inequitable. 

I would like to say at this point that 
our State Tax Commission has been 
very cooperative.’ As a matter of fact, 
the recommendations we made were 
submitted at the suggestion of Com- 
missioner Bates. He has also asked for 
the views of our Society on proposed 
changes that the Commission was 
sponsoring. 

One of the glories of our plan of 
government is the federal system. 
One of the minor drawbacks to a 
federal system is that there must be 
differences among states and between 
the several levels of government. This 
is a by-product of a flexible democratic 
system. We shall seek, in a democratic 
way, to eliminate inequities in these 
laws at any level. I am sure you will 
agree, however, that the inevitable dif- 
ferences are a small price to pay for 
the advantages of democracy. 
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Deductibility of Legal and Tax Advice Fees 


By RicHarp G. Moser 


1. Introduction 


The most difficult decision a lawyer 
ever has to make is how much to charge 
his client. It is one thing to lose a case; 
it is quite another to lose a client. The 
income tax law has introduced a new 
factor into this problem because a fee 
that is deductible by the taxpayer has 
far less sting than one that is not. 

Deductibility hinges on two subdivi- 
sions of Section 23(a) of the Internal 
Revenue Code. Subdivision (1) au- 
thorizes deduction of “Trade or Busi- 
ness Expenses” while subdivision (2) 
relates to “Non-trade or Non-business 
Expenses.” Unless a lawyer’s fee falls 
within the limits of one of these sub- 
divisions it may not be deducted. 

Prior to the 1942 Act, legal fees were 
not deductible unless connected with 
the taxpayer’s trade or business. That 
Act added the allowance of non-busi- 
ness expenses which means those in- 
curred “for the production or collection 
of income, or for the management, con- 
servation, or maintenance of property 
held for the production of. income.” 
This language seems broad enough but 
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the Commissioner at first attempted to 
limit it to expenses necessary for the 
collection of income, ignoring those re- 
lating to “management, conservation, 
or maintenance.” 

The Supreme Court, however, in the 
leading case of Trust of Bingham v. 
Commissioner, forced upon the Com- 
missioner a more realistic interpreta- 
tion of the new provision. It held 
in effect that the “business expense” 
and “‘non-business expense” provisions 
should be similarly construed, and any 
expense that would be deductible in 
connection with a trade or business 
should also be deductible when incurred 
in connection with the management of 
investment property or with other in- 
come producing activities. Obviously, 
this greatly expanded the area in which 
legal fees may be deducted. Such a de- 
cision of the Supreme Court is ex- 
ceedingly encouraging, especially when 
it is remembered that in all probability 
most of the members of that august 
body have never had the experience of 
deciding what kind of a bill to send 
to a client. 

Following the Bingham Case, Sec- 
tion 29.23(a)-15 of Regulations 111 
was amended and in its present form 
it serves as an excellent guide to ap- 
plication of the non-business expense 
deductions as applied to many types of 
expenses, including attorneys’ fees. 

In the case of both business and non- 
business expenses, the expenditure 
must be ordinary and necessary and 
reasonable in amount. Capital expend- 
itures are not deductible but are added 
to the cost of the property involved. 
Personal expenses are not deductible, 
nor are expenses allocable to tax- 
exempt interest. It is not necessary 
that income actually be produced as 
long as the activity is reasonably calcu- 
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lated ultimately to produce taxable in- 
come or to minimize a deductible loss. 


2. Legal Fees as Business 
Expenses 


Business Operations. Wide latitude 
is allowed in deducting legal fees paid 
in connection with the day-to-day op- 
erations of a business. Preparing con- 
tracts, supervising meetings, preparing 
minutes, investigating business oppor- 
tunities, revising partnership agree- 
ments or otherwise changing the busi- 
ness organization, collecting debts, pre- 
paring tax returns and business or 
corporate reports, and generally advis- 
ing a client with respect to the multi- 
tude of problems that arise in the op- 
eration of his business are all services 
the fees for which are deductible.? Fees 
for any work in connection with income 
or excess profits taxes are deductible, 
including prosecution of a refund claim 
or resisting an additional assessment, 
even though unsuccessful. Corporations 
usually have no difficulty in deducting 
all of their attorneys’ fees except those 
which relate to capital transactions. 
The same is ordinarily true of any ac- 
tive business enterprise, irrespective of 
the form under which it operates. 


Damage Suits. When a business en- 
terprise is sued for damages for wrong- 
ful conduct, the legal fees paid for its 
defense are deductible. This is true, 
irrespective of whether the suit is. in 
tort or contract or for fraud or equita- 
ble relief. The same is true of a plain- 


tiff’s attorney’s fees where the recovery 
he is seeking would be business income 
if collected. 


Criminal Charges. A business enter- 
prise accused of a crime may deduct the 
cost of its defense, provided the busi- 
ness itself is not illegal and the tax- 
payer is acquitted.* If the taxpayer is 
found guilty, the expense is held not to 
be ordinary and necessary to his busi- 
ness.> Where the business itself is il- 
legal, such as gambling, for example, 
the cost of defending a prosecution for 
conducting the business is not deduc- 
tible.® 

Some charges are quasi-criminal in 
character. Examples of this are anti- 
trust prosecutions,’ proceedings for il- 
legal use of the mails,’ and tax fraud 
penalties.2 The rule in such cases is 
that counsel fees are deductible, irre- 
spective of whether the defense is suc- 
cessful, but fines or penalties may not 
be deducted. A corporation may not, 
however, deduct legal expenses paid in 
such proceedings for individual de- 
fendants.!° 


Accountings. As an accounting pro- 
ceeding ordinarily relates to profits 
owed by one party to the other, the 
legal fees incurred by either party are 
deductible.'! 


Corporate Management and Control. 
Attorneys’ fees paid to obtain control 
of a corporation are capital expendi- 
tures and therefore not deductible.!? 
But where a corporate officer conducts 
or defends a lawsuit for the purpose of 


2 Tennessee Valley Leather Co., 8 TCM 396 (1949); and Missouri-Kansas Pipe Line 


Co., 3 TCM 15 (1944). 


3 Kanne v. American Factors, Ltd., 190 F(2d) 155 (9th Cir., 1951); A & A Tool & 
Supply Co., 8 TCM 473 (1949), rev’d on other grounds, 182 F(2d) 300 (10th Cir., 1950). 
4 Harry Dunitz, 7 TC 672 (1946) acq., aff'd on other issues, 167 F(2d) 223 (6th Cir., 


1948). 
5 Simon Bloom, 7 TCM 517 (1948). 
6 C. W. Thomas, 16 TC 1417 (1951). 


Longhorn Portland Cement Co., 3 TC 310 (1944). 
8 Comm’r v. Heininger, 320 US 467 (1943). 


9 Greene Motor Co., 5 TC 314 (1945). 
10 GCM 24377 (CB 1944-93). 


11 F, Meyer & Brother Co., 4 BTA 481 (1926) acq. 
12 Crowley v. Comm’r, 89 F(2d) 715 (6th Cir., 1937). 
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keeping his job, his legal fees are de- 
ductible as a business expense.!? Fees 
paid by a corporate director to defend 
himself against a charge of malfeasance 
are fully deductible.14 


3. Legal Fees as Non-Business 
Expenses 


Investment Advice. In the less com- 
plex era of the previous generation at 
the bar, lawyers customarily gave their 
clients advice as to investments. In re- 
cent years, a new class of professional 
man has come into existence. He is 
called an “investment advisor” and his 
charges are deductible by anyone using 
his services. It is a rare lawyer today 
who is so foolish as to try to give his 
client advice in this highly complicated 
field. If he does, however, and his 
client is willing to pay for such services, 
the fees are deductible as non-business 
expenses related to the conservation of 
income producing properties. 

Collection of Income. Fees for serv- 
ices rendered by a lawyer in handling 
the collection of interest, dividends, 
rents or any other type of taxable in- 
come are deductible. The management 
of rented real estate by a lawyer for his 
client would also fall under this heading. 

Suit to Recover Income. When a 
lawyer is retained to recover defaulted 
rent, unpaid salary, partnership earn- 
iags or any other item which, if col- 
lected, would be taxable as income, his 
fees and all the expenses of suit are 
deductible. The defendant’s attorneys’ 
fees would also be deductible but only 
if loss of the suit would have the effect 
of reducing his taxable income. Thus, 
in a suit by a partner.to obtain a greater 
share of partnership profits, the attor- 
neys’ fees of both parties would be de- 
ductible. But in a suit by a cook for 
her wages, the cook could deduct her 
fees but the employer could not. 

Income Tax Matters. All fees paid 
in connection with income tax matters 


"13 Potter, 20 BTA 252 (1930) nonaca. 


are deductible. This includes preparing 
and filing returns, applying for refunds, 
resisting deficiencies, conferring with 
revenue agents, and advising the tax- 
payer regarding any aspect of his in- 
come tax situation.!> This includes not 
only the fees of lawyers but also those 
of accountants, appraisers and other 
specialists. 

Trusts and Estates. The Bingham 
Case dealt specifically with the deducti- 
bility of expenses incurred by a fiduci- 
ary. A trustee or executor is engaged 
in administering a fund. It is his duty 
to collect the income, pay the expenses, 
make such investment changes as he 
deems advisable, prepare accounts, re- 
ports and tax returns, and generally to 
administer the property entrusted to 
his care. He is entitled to employ coun- 
sel to advise him in connection with all 
of these activities and to deduct the 
attorneys’ fees paid for such advice. 


4. Capital Expenditures 


A capital expenditure, irrespective of 
whether paid in connection with a busi- 
ness or an investment activity, is not 
deductible but is added to the cost of 
the property. If there is no cost to add 
it to, it is lost as a tax deduction. 


Corporate Organization. The cost of 
organizing a corporation is for practical 
purposes a simple business expense. 
Unfortunately, the Bureau and the 
courts have held otherwise. The filing 
and incorporation fees as well as the 
attorneys’ fees are required to be capi- 
talized.!° This means that they are lost 
as a deduction because they cannot be 
depreciated and the corporation will 
never have an opportunity to charge 
them off. 

Acquisition of Property. It is axio- 
matic that attorneys’ fees paid in con- 
nection with the acquisition of property 
are part of the cost. They will there- 
fore reduce the gain or increase the loss 
on a sale but they are not deductible 


14 Hochschild v. Comm’r, 161 F(2d) 817 (2d Cir., 1947); Butler, 17 TC, No. 75 (1951). 
15 Cammack, 5 TC 467 (1945); Connelly, 6 TC 744 (1946). 
16 Guarantee Bond & Mortgage Co. v. Comm’r, 44 F(2d) 297 (6th Cir., 1930). 
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against ordinary income at the time 
they are paid. 

Perfecting Title. Legal fees paid to 
quiet title or to perfect title to land are 
capital expenditures.!” Where the suit 
involves title and a claim for profits, 
the entire fee will be disallowed as a 
deduction unless the taxpayer sustains 
the burden of proving how the fee is to 
be allocated between the capital and in- 
come aspects of the transaction.!§ The 
same rule applies to suits relating to 
ownership of securities or other as- 
Fees paid in defending a will 
contest are capital expenditures, even 
though loss of the suit would have de- 
prived the taxpayer of income produc- 
ing investments.?° Where a corporation 
filed a petition for reorganization under 
Chapter X of the Bankruptcy Act to 
protect its business and assets, its at- 
torneys’ fees were held to be capital 
expenditures.?! 


sets.1? 


Improvements. Repairs to business 
or investment properties are deductible 
as expenses, while improvements are 
capital expenditures to be added to the 
cost. Therefore, the attorneys’ fees 
paid in connection with repairs are de- 
ductible and those relating to improve- 
ments are not. Any expenditure which 
is designed to enhance the value of 
property is a capital expenditure. 

Sale of Property. Unless the seller 
of property is a dealer, his attorneys’ 
fees are not deductible as expenses. 
They constitute a reduction of the pro- 
ceeds of the sale.?? 

Patents, Trade Marks and Copy- 
rights. Where a taxpayer files a patent 
application and eventually obtains a 


patent, his attorneys’ fees must be capi- 
talized as part of the cost of the patent. 
They may then be deducted over the 
life of the patent. If the patent applica- 
tion is unsuccessful the expenditure 
might be deductible as a loss. A patent 
infringement suit, on the other hand, 
ordinarily involves a prayer for an ac- 
counting of profits or damages. Legal 
fees paid in that connection are deducti- 
ble. If the validity of the patent is ques- 
tioned, a portion of the fee would be 
disallowed as a capital expenditure for 
perfecting title to property. Copyrights 
are treated in the same manner as 
patents. 

Trade marks and trade names consti- 
tute a special problem. As they have 
no fixed expiration date and as it is im- 
possible to estimate their useful life, 
they are not depreciable. Nevertheless, 
their cost is required to be capitalized. 
This is true of the legal expenses in- 
curred in a lawsuit, the purpose of 
which is to establish the taxpayer’s 
right to a trade name and to enjoin its 
use by others.24 Some trade names, 
however, are of a highly transitory 
character to be used for a few months 
or perhaps a year or two. Typical of 
these are cosmetic colors, styles or 
packages. In such.cases it is often pos- 
sible to deduct the legal fees paid for 
registering them on the ground that 
their useful life has expired. 


Leases. Legal fees paid by a landlord 
for negotiating and preparing a lease 
are capital expenditures but they may 
be amortized over the term of the lease. 
The same is true of the tenant if the 
lease is related to his business or invest- 


17 Porter Royalty Pool, Inc. v. Comm’r, 165 F(2d) 933 (6th Cir., 1948), cert. den. 334 
US 833; Mogan Jones Est. v. Comm’r, 127 F(2d) 231 (5th Cir., 1942) ; Louisiana Land & 
Exploitation Co. v. Comm’r, 161 F(2d) 842 (5th Cir., 1947) ; Garrett v. Crenshaav, 196 F (2d) 


185 (4th Cir., 1952). 


18 Blackwell Oil & Gas Co. v. Comm’r, 60 F(2d) 257 (10th Cir., 1932); W. A. Falls, 


7 TC 66 (1946) acq. 


19 Ernest Smith, 5 TCM 7 (1946); Thomas A. Kane, 6 TCM 222 (1947) ; Condenser 
Service & Engineering Co., Inc., 10 TCM 911 (1951). 


20 E. W. Brown, Jr., 19 TC 15 (1952). 


21 International Bldg. Co. v. Commr, 





F(2d)—(8th Cir., 1952). 
22 Fred A. DeCain, 10 TCM 581 (1951). 


23 Haseltine Corp. v. Comm’r, 89 F(2d) 513 (3d Cir., 1937). 
24 Food Fair of Virginia, 14 TC 1089 (1950). 
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ments. Litigation expense in defending 
the validity of a lease is also a capital 
expenditure.25 Fees paid for unsuc- 
cessful efforts to obtain a lease are de- 
ductible by the landlord and also by the 
tenant if the proposed lease is in pur- 
suance of the tenant’s business. 


Condemnation. A condemnation pro- 
ceeding is treated as a sale as far as 
the owner of the property is concerned. 
Accordingly, legal fees paid in connec- 
tion with it go to reduce the award.?° 
They are not deductible as expenses. 
Where interest is recovered as well, the 
taxpayer has the burden of proving the 
deductible amount allocable to the in- 
terest.2” It has been held that fees paid 
in successful opposition to a condemna- 
tion proceeding are deductible by a tax- 
payer in the real estate business.?8 


5. Personal Expenses 


Personal expenses which cannot be 
placed in the category of business ex- 
penses or expenses of collecting income 
or of managing, conserving or main- 
taining property, will be disallowed as 
deductions. 


Leases. The tenant under a resi- 
dential lease may not deduct his attor- 
neys’ fees because the expense is per- 
sonal. As pointed out above, his land- 
lord’s legal fees are not deductible 
either, except as capital expenditures to 
be amortized over the term of the lease. 


Wills and Trusts. Legal fees for 
drawing a will or creating a trust are 
personal to the testator or grantor and, 
therefore, not deductible. 


Gift and Estate Taxes. The expense 
of contesting a gift or estate tax liability 
are not deductible because they are 


either personal or capital expendi- 
tures.2? Legal fees paid to avoid inter- 
est on a gift or estate tax deficiency are 
deductible, however. 


Personal Injuries. Fees for the pros- 
ecution of a personal injury action are 
not deductible because the amount re- 
covered is exempt from income tax. 


Property Damage. Defense of a suit 
for property damage may be connected 
with the taxpayer’s business. If not, 
the expense will not be deductible. The 
deductibility of fees paid by a plaintiff 
to recover damages to property will de- 
pend upon the character of the prop- 
erty. If it is business or investment 
property the fees will be deductible, ir- 
respective of whether or not the suit is 
successful. If the property is of a per- 
sonal nature, the fees will not be de- 
ductible in any event. 


Disbarment. Fees in defense of a 
disbarment or malpractice suit are 
probably deductible because they are 
related to the production of income.*? 


Appearance as Witness. Counsel fees 
paid by a movie script writer subpoe- 
naed to testify before a Congressional 
committee were allowed as a deduction 
where it appeared that the services 
were required to protect the taxpayer’s 
job and his rights and duties as a 
citizen.3! 


Inheritance. It has been held re- 
peatedly that fees incurred to litigate 
an estate or trust are not deductible 
because they are for the purpose of ac- 
quiring or perfecting title to property.*? 
Presumably this is based upon the 
theory that they are capital expendi- 
tures. It seems unlikely that this has 
been changed by the addition of non- 


25 McDuffie v. United States, 19 FSupp 239 (Ct. Cls., 1937). , 
26 Isaac G. Johnson & Co. v. United States, 149 F(2d) 851 (2d Cir., 1945). 


27 W. J. Petit, 8 TC 228 (1947). 
28 L. B. Reakirt, 29 BTA 1296 (1934). 


29 Lykes v. United States, 343 US 118 (1952). 


30 SM 4078, V-1 CB 226 (1926). 
31 Salt, 18 TC, No. 24 (1952). 


32 Lindley v. Comm’r, 63 F(2d) 807 (2d Cir., 1933) ; B. E. Crocker, 27 BTA 588 (1933). 
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business expenses as a deduction by the 
1942 Act. That provision covers ex- 
penses of “management, conservation, 
or maintenance” of property but not 
expenses of its acquisition. It was not 
intended to change the rule as to non- 
deductibility of expenses that are capi- 
tal in nature.%4 


Libel and Slander. Causes of action 
for libel or slander are ordinarily per- 
sonal in nature. But if the damage 
claimed is for injury to the plaintiff's 
business or earning power, the part of 
the legal fee attributable to that should 
be deductible. 


Divorce. Fees for obtaining a divorce 
are not deductible. On the other hand, 
those attributable to claims of a wife 
for alimony or maintenance or to at- 
tempts by the husband to obtain an 
alimony reduction are deductible be- 
cause they relate to the production of 
-~come,34 

°3 Hedges, 18 TC, No. 81 (1952). 
°# See Jergens, 17 TC, No. 94 (1951) 


6. Bills for Legal Services 


Allocation. The cases contain nu- 
merous examples of taxpayers who lost 
the right to deduct attorneys’ fees only 
because they were unable to sustain the 
burden of proof in showing what por- 
tion of the expense was allocable to the 
income or business aspects of the trans- 
action and what portion to the capital 
or personal aspects. The lawyer will 
do his client a great service if in sub- 
mitting his bill he will make a proper 
segregation of the amounts which are 
deductible as business or non-business 
expenses from those which are not. If 
this segregation is based upon time re- 
ports or other charge records, the Bu- 
reau will find it difficult to upset. 

Accruals. Attorneys’ fees are not 
deductible by an accrual basis taxpayer 
until a bill has actually been sent.% 
This is an important point to bear in 
mind in respect of corporate clients, 
most of which are on the accrual basis. 





“old Metal Process Co., 17 TC, No. 110 (1951). 


CKD 


=XPENSE OF ATTENDING N. Y. U’s. ANNUAL INSTITUTE 
ON FEDERAL TAXATION DEDUCTIBLE 


George G. Coughlin, a Binghamton, N. Y., lawyer incurred expenses aggregating 
$305 (for tuition, travel, board and lodging) while attending the Fifth Annual Institute 
on Federal Taxation, conducted in New York City under the sponsorship of the 
Division of General Education of New York University. Although there was no 
question as to their reasonableness in amount, the taxpayer’s claim for their deduction 
under I.R.C., Section 23 (a) (1) (A), as ordinary and necessary expenses incurred in 
carrying on a trade or business, was disallowed by the Commissioner, who was upheld 
by a divided Tax Court (18 T.C. 528) “on the ground that the expenses were non- 
business ones ‘because of the educational and personal nature of the object pursued by 
the petitioner.’ ” 

In reversing this long-held stand of the Bureau and Tax Court, the United States 
Court of Appeals for the Second Circuit held that Coughlin was “morally bound to 
keep so informed (as to the law of Federal taxation) and did so in part by means of 
his attendance at this session of the Institute. It was a way well adapted to fulfill his 
professional duty to keep sharp the tools he actually used in his going trade or business.” 
(George G. Coughlin v. Commissioner, USCA-2, April 14, 1953, No. 126.) 
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Accountants’ Responsibilities and Index- 
Number Adjustments 


By EvucGEnNeE L. ZIEHA 


In this paper, the author indicates why he concludes that account- 
ants should not undertake the drastic changes in accounting 
methodology called for by the proponents of the 
index-number adjustments. 


Introduction 


Every accountant and user of ac- 
counting data is no doubt aware of the 
difficult problems introduced into ac- 
countancy by the tendency of the mone- 
tary unit to change in meaning. There 
is a serious questioning of the desira- 
bility of continuing in use the historical 
cost basis of asset pricing and cost as- 
signment. Practicing accountants have 
thus far rejected the introduction of 
methods calling for a complete aban- 
donment of this historical cost basis. 
Yet, some methods followed by account- 
ants, such as the LIFO inventory 
method, do indicate the influence of 
critics of accounting computations 
based solely upon original acquisition 
cost. 

But minor deviations from historical 
cost do not represent the goal being 
sought by critics of the present methods 
of accounting for enterprise assets and 
activities. They advocate the introduc- 
tion into accounting practice of replace- 
ment cost concepts, through the use of 
index-number adjustments, of the vari- 
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ous charges against income that repre- 
sent the current charging off of a prior 
outlay. 

Before accepting such suggestions 
accountants should give serious thought 
to the many complications that may re- 
sult from so drastic a change in their 
technology. One aspect of this problem 
is singled out for specific attention in 
the paragraphs that follow. Account- 
ants have responsibilities toward a 
number of different users of financial 
statements. Would accountants be 
properly fulfilling their responsibilities 
if the proposed changes were made a 
part of accounting methodology? 

The major responsibility of account- 
ants is to provide information for the 
companies whose activities they sum- 
marize and for the investors who 
finance business organizations. In ref- 
erence to the problems introduced by 
changing price levels, the statement 
above leads to the recognition of three 
distinct groups: (a) corporations 
viewed as entities separate from in- 
vestors; (b) common stockholders 
viewed as residual claimants; and (c) 
bondholders and preferred stockholders 
looked upon as holders of fixed dollar 
claims. Furthermore, inasmuch as their 
reports are frequently intended for 
these people, accountants have certain 
obligations to prospective investors and 
to the financial analysts who advise 
them. There are others who make use 
of accounting reports but accountants 
responsibilities, aside from the basic 
requirements of honesty, do not extend 
to these groups. Nevertheless, some 
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consideration must be given to them as 
they frequently provide the most vocif- 
erous critics of current accounting 
methods. 


The Corporate Entity 


The best arguments for a change to 
an index-number method of accounting 
can be assembled by those who look 
upon the corporation as an independ- 
ent entity. This is the viewpoint that 
is prevalent in many of the articles call- 
ing for drastic changes in current ac- 
counting methods. With a definite 
hedge in the form of the statement, 
“provided other factors do not make 
compensating adjustments,” it appears 
that the proposals being advanced by 
opponents of the historical cost basis 
would be advantageous to business cor- 
porations. 

While the advocates of change do not 
always state this, the acceptance of 
their proposals means the acceptance, 
in principle at least, of concepts of re- 
placement cost. Many groups want 
charges against gross income to be 
equal to the amount of dollars that 
would be required to replace those as- 
sets consumed or parted with in the 
acquisition of such income. Most 
theorists are convinced of the impossi- 
bility or inadvisability of replacing spe- 
cific assets. Thus, with index-number 
accounting, the idea becomes the re- 
placement of the fund of purchasing 
power originally invested in the con- 
sumed or transferred assets. 

General acceptance of the above ideas 
would result in the reporting of lower 
dollar profits during periods of rising 
prices than are being reported under 
the current systems of business account- 
ing. This would presumably _ relieve 
business corporations of much pressure 
being applied upon them by stockhold- 
ers, governmental groups, labor leaders 
and the general public. These parties 
have tended to be critical of large re- 
ported profits without realizing that 
they represent to a great extent a con- 
version of fixed assets whose ultimate 
replacement, if made at higher prices, 
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would require much larger amounts 
than those charged against current in- 
come upon their use or disposal. It is 
hoped by many that an acceptance of 
the proposed ideas would allow the cor- 
porations, because of reduced demands 
for cash dividends, tax payments, wage 
increases and lower prices, to retain a 
greater number of the inflated dollars 
obtained through the sale of their prod- 
uct. These would not be retained as 
profits, but rather as a replacement of 
dollars invested in earlier periods. 

It is doubtful if there would be off- 
setting effects during periods of declin- 
ing prices. Inasmuch as falling prices 
are frequently coupled with business 
recession, corporations would not face 
the same problems of persuasion they 
meet as prices rise. Reported profits 
would be higher than those reported 
with the methods of accounting now in 
use. However, general recognition of 
the need for retrenchment during a pe- 
riod of business recession would prob- 
ably stay the hands of most groups 
dealing with business corporations. 

By way of summary, it must be said 
that current proposals for drastic 
changes in accounting methods would 
be beneficial to business corporations 
viewed as independent entities. This 
statement is contingent upon the as- 
sumption that other groups would take 
no offsetting steps to obliterate these 
advantages. Anyone who considers the 
overall problem must bear in mind the 
possibility of other types of taxes or the 
probability that certain groups of in- 
vestors may become reluctant to invest 
under changed conditions. 


Common Stockholders 


Accountants cannot look at their ef- 
forts as being expended solely for the 
benefit of independent corporate en- 
tities. In fact, their responsibilities are 
actually more directly toward the in- 
vestors who associate in the corporate 
form of business organization. Bearing 
in mind the existence of other classes 
of investors, first attention is given to 
common stockholders. 
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Accountants’ Responsibilities and Index-Number Adjustments 


Because common stockholders are 
the residual owners of the corporation, 
that which is good for the corporation 
is good for them. While this may not 
appear to be the situation in a short-run 
analysis of the financial position of 
some individual stockholders, it does 
hold true over the long-run. The possi- 
bility that current dividends may be re- 
duced under a new concept of profit 
computation will be offset by the expec- 
tation of increased future benefits from 
a larger fund of corporate assets. The 
viewpoint of stockholders may be sur- 
mised from a consideration of current 
investment emphasis upon growth in- 
vesting, and the fact that such pro- 
posals appear especially encouraging to 
the growth of existing companies. 
Therefore, with the qualification given 
in the prior section, the introduction of 
index-number adjustments into the 
scheme of accounts would benefit the 
common stockholders in their capacity 
as residual owners of the corporation. 


Corporate stockholders stand to gain 
in another way. The proposed account- 
ing methods emphasize maintenance of 
the fund of invested purchasing power. 
Acceptance of this idea in itself would 
be favorable to investors in corporate 
shares. Actually, the plan would strive 
to maintain the corporations’ invest- 
ments of purchasing power in various 
assets. But much of this purchasing 
power is obtained by the issuance of 
long-term  fixed-charge obligations. 
Trading on the equity gains from the 
utilization of these funds are reaped by 
common stockholders whenever the 
rate of return on corporate assets ex- 
ceeds the rate of interest being paid on 
borrowed funds. A second type of gain 
results from a repayment of these debts 
with money having a lower purchasing 
power than that borrowed. A system 
of accounting that would emphasize 
maintenance of purchasing power in- 
vested in corporate assets would be 
particularly advantageous to common 
stockholders in this second manner. 
While the purchasing power of the 
amount of dollars invested by the bond- 
holders would be maintained by the 
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corporate entity during periods of ris- 
ing prices, the excess amount main- 
tained would accrue to the ownership 
of the common stockholders. 

To repeat, it appears that the pro- 
posals calling for the introduction of 
index-number adjustments into the 
scheme of accounts are based upon the 
expectation of substantial benefits to 
both business corporations and to their 
common stockholders. If this were the 
furthest we had to go, the case for 
the abandonment of historical cost con- 
cepts would be strong. But there are 
other interested groups toward whom 
accountants also have responsibilities. 
The following paragraphs contain a 
consideration of their position in this 
controversy. 


Bondholders 


Bondholders, in contrast to the re- 
sidual claimant stockholders, enter into 
contracts calling for a specific number 
of dollars, both for periodic interest 
payments and for final payment of prin- 
cipal. What, then, would be the effect 
of the proposed introduction of an 
index-number system of accounting for 
business profits upon the interests of 
these bondholders ? 

Both rising and falling prices tend to 
be harmful to bondholders as a group. 
Rising prices reduce the purchasing 
power of the fixed amount of their 
claims. Falling prices, although they 
appear beneficial from a purchasing 
power viewpoint, are usually not 
sought by corporate bondholders. Pe- 
riods of price decline usually mean a 
definite increase in the risk being borne 
by bondholders, as well as other groups 
of investors, and frequently lead to de- 
fault or a serious reduction of bond 
prices. 

The advocates of accounting change 
seek to reduce reported dollar profits 
and thereby to reduce the distributions 
or payments that must be made by cor- 
porations during periods of rising 
prices. The achievement of such objec- 
tives would improve the financial posi- 
tion of established corporations and, at 
first glance, should result in greater 
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security for their bondholders. But pe- 
riods of rising prices are normally pe- 
riods of active business during which 
bondholders need have little fear of de- 
fault in the payments due to them. The 
expected retention of additional funds 
would probably lead to some action by 
the companies. Unwarranted expansion 
may take place and threaten the secu- 
rity of bondholders at some later phase 
of the business cycle. Or there is the 
possibility of an immediate payoff of 
the bondholders’ claims. This would 
come at a time when the purchasing 
power of the fixed sum they had in- 
vested was at its lowest ebb and when 
they would probably find it disadvan- 
tageous to have to search for another 
place in which to invest their money. 
Thus, the unneeded added protection 
would tend to harm rather than help 
the bondholders. 


If prices fall, the results under the 
proposed system hold no promise of 
advantage to bondholders. The possi- 
bility of higher reported profits during 
this period may lead to greater dividend 
payments. At least, the acceptance of 
the ideas inherent in such a proposal 
would lead to a broadening of the divi- 
dend base during periods of declining 
profits. In this manner, at the very 
time that bondholders would feel the 
need for additional protection, the fund 
of assets that exists to protect them 
would be vulnerable to further deple- 
tion. 

Thus, corporations, in looking for 
protection of their funds of purchasing 
power invested in assets, are seeking no 
protection for one group, the bondhold- 
ers, who make the investment possible. 
In fact, it appears that the ultimate re- 
sult would be the appropriation of their 
interests for another group of inves- 
tors, the common stockholders. The 
real danger, however, is not so much 
that of harm to the bondholders, but 
rather the possibility that they would 
become more and more reluctant to in- 
vest under such conditions. 

It is at this point that the practicing 
accountant should begin to raise ques- 
tions. Are his obligations to the corpo- 
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rations, the common stockholders or to 
all groups of investors? Should he 
make over his technology under pres- 
sure from one group? Perhaps before 
attempting to answer these questions, 
scme thought should be given to the 
position of other users of accounting 
data. 


Investment Analysis 


Accountants have certain responsi- 
bilities in their preparation of financial 
data toward those who are interested in 
a particular company, either as current 
investors appraising their holdings or 
as prospective investors deciding upon 
a commitment of their funds. It is this 
writer’s opinion that well constructed 
statements prepared on the historical 
cost basis provide the best raw material 
for an analytical study of the financial 
position and operations of business cor- 
porations. They contain as much as 
possible of the objectivity that plays 
such an important part in the mainte- 
nance of an independent position by the 
accountant. Based upon transaction 
price, the amount of dollars parted with 
in an arms-length exchange, the his- 
torical cost method assures us that the 
amount charged against income will 
represent the number of dollars parted 
with at the time of acquisition of the 
assets. 

No question is being made of the 
value of index-number adjustments of 
dollar amounts for certain analytical 
purposes. But, as there is a wide choice 
of indices and methods of conversion, 
such adjustments must have about 
them an air of subjectivity. More ob- 
jective data, prepared with the maxi- 
mum disclosure conditions will war- 
rant, would avoid this danger and still 
be useful for the analyst who could 
handle adjusted figures. While he 
would have to make his own conver- 
sions, he would have a better under- 
standing of the finished product than 
if he had accepted someone else’s ad- 
justed figures. 

The number of acceptable inventory 
and depreciation methods provide an- 
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Accountants’ Responsibilities and Index-Number Adjustments 


other objection to the use of purchasing- 
power adjustments. Full disclosure of 
method followed makes it possible for 
the analyst to use statements prepared 
by current methods. But if the state- 
ments presented contained index-nuz- 
ber adjustments, also providing a 
choice of method, what would result? 
What would you term the product of 
an estimated amount of depreciation by 
an index number which itself is a broad 
average rather than the representation 
of any specific situation? Disclosure of 
methods could not mean much once the 
items about which information is dis- 
closed are multiplied together. 

The individual investor invests dol- 
lars and hopes that he will receive a 
return in the form of dollars. He real- 
izes that when prices are high he needs 
a higher dollar return to assure him the 
same real income as he had enjoyed 
during periods of lower price levels. 
Investors desire for management to 
show the ability to obtain dollar profits 
through the conversion in times of high 
prices of assets acquired at lower 
prices. Any appraisal of management 
should include a study of results ob- 
tained during different phases of price 
movements. The proposed method of 
index-number accounting would re- 
move from the profit report this evi- 
dence of good managerial foresight. 

To review the above, it appears that 
investors can best analyze business re- 
sults with figures determined as objec- 
tively as possible. The introduction of 
index-number adjustments into ac- 
counting practice would complicate, not 
simplify, the interpretation of financial 
data. The task of transmitting and re- 
ceiving information is a difficult one, 
requiring skill and capacity on the part 
of both the transmitters and the receiv- 
ers. Accountants should keep their 
transmittal as basic as possible to allow 
users of their product the broadest pos- 
sible avenues of interpretation. 


Other Interested Groups 


__ A number of other economic or polit- 
ical groups make use of accounting data 
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and, as users, have some interest in the 
method of computation and presenta- 
tion of business information. Account- 
ants’ responsibilities toward these 
groups are secondary and are dis- 
charged by honest reporting. Incident- 
ly, it is well to note that current criti- 
cism of accounting methods contain no 
questioning of accountants’ integrity. 
While these other users may not always 
obtain the type or quantity of informa- 
tion they desire, an obligation cannot 
be placed upon accountants to change 
accounting methodology for their spe- 
cial purposes. If statements prepared 
for investing groups are not satisfactory 
for their purposes, management, not 
accountants, must make the decision 
whether or not to supply them with 
data of a supplementary nature. 

For example, economic analysts are 
frequently critical of current accounting 
methods, claiming that a summation of 
data or a comparison of information 
could be better achieved if a different 
method of accounting were followed. 
This may well be true, but is in itself 
no reason for a drastic change in ac- 
counting methods. Accountants have 
no direct responsibility to. provide ma- 
terial for aggregate economic analysis. 
More uniformity of methods and a con- 
version to current dollars may serve 
some useful purpose, but the needs of 
economic analysts cannot be allowed to 
become a guiding factor in the prepara- 
tion of accounting reports. 

Consumers as a group may have 
some interest in the method of account- 
ing followed, especially if it is expected 
to have an effect upon prices. The com- 
plete adoption of the proposed index- 
number adjustments and the replace- 
ment ideas on which they are based are 
likely to act as an additional upward 
force upon prices during periods of ris- 
ing price levels. However, the action 
of competition and the constant trend 
toward plant expansion would probably 
protect consumers from price increases 
resulting from the proposed changes in 
accounting methods. 

The government has some special 
interests in the methods of accounting 
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followed by business corporations. The 
most important of these arises from the 
use of accounting data for purposes of 
income tax determination. However, 
some differences between financial re- 
ports and tax returns are allowable. It 
is conceivable that index-number ad- 
justments could be introduced into ac- 
counting without any change in the 
preparation of tax returns. But, as it 
is the ultimate aim of proponents of 
accounting change to extend their sug- 
gestions to tax computations, a brief 
glance at probable effects is called for. 

The major result of a complete ac- 
ceptance of the proposed methods 
would be a reduction of corporate in- 
come taxes during times of rising 
prices. Yet, if government expenditures 
are not reduced simultaneously, the 
same amount of taxes will have to be 
collected somewhere. Alternatives could 
easily be a higher rate on the lower re- 
ported dollar profits or the imposition 
of some other types of taxes. At the 
best, the proposed plans would lead to 
tax shifting, not tax reduction. Per- 
haps, rather than a change in account- 
ing methods, there should be an advo- 
cacy of a serious consideration of the 
entire scheme of governmental spend- 
ing and of taxation, both corporate and 
individual. 

Conclusions 

Many critics of current accounting 
methods are calling for the introduction 
of index-number adjustments into the 
scheme of accounts. Before accepting 
these proposals, practicing accountants 
should ask whether such acceptance 
would allow them properly to fulfill 
their responsibilities towards users of 
accounting data. 

To a certain extent accountants act 
as dividers of equities among the vari- 
ous groups who finance corporate or- 
ganizations. In this position they have 
responsibilities toward all classes of in- 
vestors. It appears that the suggestions 
for change are being made primarily for 
the benefit of corporations viewed as 
independent entities and for their re- 
sidual owners, the common stockhold- 


568 


ers. While it is the right of these 
parties to try to forward their own in- 
terests, accountants should not be asked 
to remake their technology in order to 
forward these interests. 

Accountants act also as suppliers of 
information for those who are inter- 
ested in the financial activities of busi- 
ness organization. Management may 
prepare information in any form for in- 
ternal operations, but public account- 
ants have certain responsibilities in 
connection with the information dis- 
tributed to corporate investors. They 
must keep financial reports as objective 
and informative as possible in order to 
aid investors in their appraisal of cor- 
porate activities. A continuance of the 
historical cost basis of financial report- 
ing coupled with a maximum of dis- 
closure provides the best material for 
this type of financial analysis. Objec- 
tively prepared figures and full dis- 
closure of pertinent facts should allow 
individuals to make adjustments for 
price changes if they so desire. Other 
users of accounting data must either 
use the information provided for inves- 
tors or go to management for supple- 
mental figures. Their needs cannot be 
allowed to influence the reports pre- 
pared for corporate investors. 

A consideration of the ideas above 
leads to the conclusion that accountants 
should not undertake the drastic 
changes in accounting methodology 
called for by the proponents of index- 
number adjustments. Statistical analy- 
sis involving a conversion of reported 
figures to a common-dollar basis is 
valuable to the skilled analyst, but an 
attempt to incorporate such procedures 
into the scheme of accounts is not ad- 
visable. Holding promise of short-run 
advantages to certain corporate inves- 
tors, it is likely to bring about a long- 
run disruption of the present relation- 
ship between residual owners and 
investors having fixed-dollar claims. 
While there exists serious problems re- 
lated to the tendency of price levels to 
undergo almost constant change, their 
solution is something beyond the prov- 
ince of the reporters of accounting data. 
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Independent Accounting Analysis 
and Review as Instruments of 


Managerial Control" 


By WititamM L. CAMPFIELD, C.P.A. 


This article appraises the proposition that the objective techniques 
utilized by public accountants in examining financial statements 
of business enterprises can be utilized equally as effectively in 
facilitating managerial policy determinations in many 
predominately non-accounting areas. 


hepa public accountant’s role in an 
economy such as ours has tradi- 
tionally been portrayed as that of guid- 
ing the economy through the proper 
display, analysis, and interpretation of 
economic fact-figures. In this role he is 
expected to be of service to owners, 
managements, employees, and the pub- 
lic in general. Due to his rigorous 
background of training and experience, 
the public accountant is looked upon as 
a person who can view objectively the 
business affairs of an enterprise without 
permitting his judgment to be unduly 
influenced by the wishes of any particu- 
lar segment with a stake in the subject 
enterprise. 

Public accountants are generally the 
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only outside persons who come into 
given enterprises each year—frequently 
several times a year in the course of 
interim work—and make a rather ex- 
haustive study of operations toward the 
end of evaluating the fairness of finan- 
cial data presented by the managements 
of such enterprises. The collective ex- 
periences gathered in this manner by 
the personnel of the typical public ac- 
counting firm represent a veritable 
gold mine of knowledge for potential 
expanded service on the part of public 
accountants. 

Business managements, comprised as 
they are of mortal beings, must con- 
stantly adjust their policies to their 
environments. Today, as never before, 
alertness to changing conditions or 
changing environments is business 
management’s biggest single problem. 
Changing relations with employees, 
with customers, and with government, 
changing competitive relations, changes 
in capital markets, and changes in atti- 
tudes of the members of society are all 
factors which suggest that manage- 
ment’s adjustment and adaptation to 
environment is something more than a 
mere academic concept. 

It is the purpose of this article to 
appraise the proposition that the objec- 
tive techniques utilized by public ac- 
countants in examining financial state- 
ments of business enterprises can be 





* The views expressed herein are those of the writer and do not necessarily express 


those of the Army Audit Agency. 
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utilized equally as effectively in facili- 
tating managerial policy determinations 
in many predominately non-accounting 
areas. 


Services Susceptible of 
Coordination with Conventional 
Accounting Examinations 
Many of the services offered by in- 

dustrial engineering firms are within 
the competence of well-trained public 
accountants and could be performed by 
them as adjuncts to their conventional 
examination of financial statements. 
Such services would not represent a 
preemption of those services such as 
plant layout, production process anal- 
ysis, etc., which embrace peculiarly en- 
gineering problems. There are, how- 
ever, many unexplored areas in this 
respect which are within the scope of 
competence of the progressive public 
accountant. Some of these are set forth 
as follows :! 


1. Cost analyses and controls 

2. Inventory check and control 

3. Budgets and forecasts 

4. Organization, coordination and 
control 

5. Systems and procedures 


6. Job evaluation and personnel re- 
lations surveys 


NI 


Sales analyses 


oO 


Sundry statistical studies 


Two of the above-mentioned areas, 
viz. : budgets and forecasts, and person- 
nel relations surveys will be discussed 
further in subsequent portions of this 
article. 

These added areas of potential serv- 
ice, when separated from the conven- 
tional audit examination work and 
handled by specialists and competent 
analysts retained on the staff of a public 
accountant, can be the source of a re- 
finement of certain parts of the cus- 
tomary examination toward the expres- 
sion of an opinion on the financial 
statements of an enterprise. Normally, 


a public accountant makes an examina- 
tion of internal control in a business 
only to an extent sufficient to assure 
liim that such system of internal check 
is operating efficiently enough to pro- 
duce reasonably dependable and relia- 
ble financial data. The added manager- 
ial service, as indicated above, will 
permit a closer contact and review of 
all phases of the business including top 
management policies, production de- 
partments, and sales analyses. More de- 
tailed emphasis can thus be placed upon 
functions falling within the customary 
scope of a public accountant’s examina- 
tion, e.g., accounting procedure, finan- 
cial structure, etc. 

With this greater understanding of 
all phases of a business enterprise, the 
public accountant serving the business 
enterprise will doubtless be called upon 
to assume an even greater responsibil- 
ity in economic determinations affect- 
ing the enterprise than he now per- 
forms. 

One of the most important contribu- 
tions which accountants in general have 
made to business enterprise is the de- 
velopment of cost accounting; and the 
present generation of public account- 
ants has done much to sharpen this 
technique into the invaluable aid to 
management decision which it now rep- 
resents. The improvement of standard 
cost systems, in particular, has aided 
managements in keeping their costs 
within predetermined limits and has 
permitted a type of forecasting of ex- 
penses under varying levels of opera- 
tions which would be virtually impos- 
sible without such an. instrument of 
control. In conjunction with counsel to 
management on the best type of system 
to utilize for cost control, public ac- 
countants can aid managements in re- 
fining the allocation of costs between 
products and services and can effect a 
better analysis of all of the factors af. 
fecting the breakeven point under vary- 
ing levels of production and under 
varied economic conditions. 


1 Charles E. Fernald, “Management Services Provided by the Independent Accountant”, 
The Journal of Accountancy, November, 1946, p. 380. 
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In the foregoing cases, managements 
will have been provided with instru- 
ments for pruning, culling, and correct- 
ing poor and unprofitable lines of 
product or service, as well as bases for 
improving those lines which show 
potentialities for the future. Public ac- 
countants can also serve managements 
through effective review of the cost of 
obtaining statistical information. They 
are generally well equipped to analyze 
such statistical data for their fact- 
producing aspects, the speed with which 
they are produced, and the relation of 
these two factors to the cost of produc- 
ing the data. Only in this way can a 
management be apprised of whether the 
cost data essential to its decisions are 
being obtained within economical limits. 

Since the task of management em- 
braces, among other things, the devel- 
opment of long-run plans for the future, 
a management must be prepared to 
meet and adjust to the changes occa- 
sioned by shifts in demand for the 
products manufactured by various en- 
terprises, to changes in technology, etc. 
A public accountant’s aid should be 
solicited by management for designing 
and improving methods of ascertaining 
profits by products ; for comparisons of 
standard costs with actual costs; and 
for developing data relative to savings 
to be effected through alternative com- 
binations of productive factors, or data 
on cost of new products or cost to 
modify existing products. These data 
will represent but part, although a 
significant part, of the information 
which a management needs to permit it 
to “roll with the punch”, i.e., adapt it- 
self to a changing environment. 

Public accountants serving in the 
field of counselling management need to 
bear in mind the fact that enterprise 
management is a broad field covering 
all areas of organization, direction, and 
control of the activities of an enterprise. 
Hence, to serve management effectively, 
a public accountant must be, and gen- 
erally is, prepared to undertake a 
checking of the policies of management 
to determine if they are being carried 
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out as set up in the organizational plans 
of the enterprise. A portion of the 
overall responsibility of a management 
is checked and surveyed in connection 
with the review of internal control re- 
quisite to the public accountant’s deter- 
mination of the scope of his examina- 
tion of financial statements. This is, of 
course, but a limited verification of the 
total operational activities of a modern 
business enterprise. 

It has been suggested in previous 
paragraphs that public accountants who 
offer their services to managements in 
a counselling capacity should retain 
specialists on their staffs who have the 
skills and knowledge necessary for re- 
view of that portion of managerial 
policy with which the principal himself 
may not be highly conversant. The 
principal, howeves, should be sufficient- 
ly informed through his training and 
experience to integrate the findings of 
these specialists with his own objective 
knowledge of the particular enterprise 
concerned. In this manner he is able 
to give a management an adequate re- 
port on the overall implementation of 
its policies. 

In rendering counsel to manage- 
ments which will aid the latter group in 
making decisions, public accountants 
may well remind themselves that it is 
the managerial significance of business 
facts that is important, not the facts in 
themselves. Public accountants, there- 
fore, should use all of their trained tal- 
ents to devise as many adjunctive ac- 
counting and statistical records as can 
feasibly aid managements in making 
decisions and formulating such policies 
which can be based upon recorded busi- 
ness data. 


Aid to Management in Forecasting 
Future Trends of an Enterprise 
Managers of business enterprises are 

continuously in the process of making 

estimates. They may call in specialists 
such as public accountants and others 
to aid them with particular types of 
problems, but they cannot escape the 
necessity for interjecting their personal 
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judgment into forecasts of future 
events. 

When the manager of a business en- 
terprise makes a commitment today to 
purchase goods for delivery six months 
hence, he is generally forecasting the 
trend of prices. When a manager ex- 
tends credit to a customer, he is form- 
ing a judgment as to the latter’s ca- 
pacity and willingness to make future 
payments on account. When a manager 
pushes the development of a new prod- 
uct, he is forecasting the existence of a 
future market in which he can sell his 
product. These and other problems re- 
quire the highest degree of skill and 
knowledge and the exercise of sound 
judgment on the part of an enterprise 
management. 

Although the manager of a business 
enterprise does not have the direct con- 
trol over elements as does the physical 
scientist, and thus cannot predict future 
events with the preciseness of the latter, 
he can observe carefully what does hap- 
pen under nearly similar circumstances 
as events unfold themselves. Even 
though the manager may have complete 
control of men and material within his 
individual enterprise and can observe 
with a reasonably high degree of fidel- 
ity the occurrences within the confines 
of his particular firm, he will, neverthe- 
less, be faced with pervasive and pow- 
erful forces external to his company 
which will influence the future course 
of his enterprise. Hence, it is only an 
act of good judgment for such manager 
to call in a public accountant, an econ- 
omist, or other specialists to furnish 
counsel on the programming of his 
future course of action. 

Successful prediction of the general 
direction in which a business enterprise 
is headed necessarily involves a degree 
of detachment and objectivity not al- 
ways possessed by the managers who 
are closest to the surface data. The 
problem is essentially one of historical 
interpretation in which the facts drawn 
from past experiences should be applied 


to the problems of the present and con 
clusions from this application projected 
into the future. Public accountants, 
through renewed efforts to improve the 
factual bases upon which financial data 
are presented, can contribute inestima- 
ble aid to management in its quest for 
a sound platform from which to launch 
its forecasts of an enterprise’s future. 

It would seem almost banal to state 
that the greatest degree of success in 
modern business enterprise is likely to 
be achieved when forward plans have 
been carefully and systematically pre- 
pared and skillfully executed. Yet, as 
one writer states so well, business or- 
ganizations without effective organiza- 
tion and planning become “mere con- 
glomerations of land, capital, and 
men.” 2 

Sound planning embodies a judicious 
combination of research and forecast- 
ing. As such, it is essentially dependent 
upon factual data. Although the mak- 
ing of sound managerial decisions is 
contingent in large measure upon the 
personal judgment of managers, the 
latter cannot render sound judgments 
without facts. Public accountants would 
do well in counselling managements to 
remind these managers that accounting 
methodology should be used, much in 
the same fashion .as an engineering 
force, to reduce to money measurement 
as many of the confused factors of a 
problem as are susceptible to expres- 
sion in quantitative terms. A manage- 
ment, therefore, should be advised con- 
stantly to use accounting methodology 
as the compass by which it charts its 
future course. 

In business enterprise endeavor, the 
vehicle by which the future of a concern 
is planned is the financial budget. This 
budget has its most useful purpose in 
setting standards for the gauging of 
comparative achievement. Thus, it re- 
quires a self-appraisal and analysis by 
the personnel of an enterprise from the 
top-management level down to the most 
expendable employee. As part of the 


2 Floyd F. Burtchett, Corporation Finance, Harper and Brothers, New York, 1934, p. 525. 
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overall plan of a management for con- 
trol of its enterprise, the financial 
budget should aid in spelling out the 
responsibility for the performance of 
each function of the business. A re- 
quirement that each person responsible 
for a given performance must present 
in quantitative expression (usually 
money figures) his best judgment as to 
attainable levels of performance in the 
progress toward an enterprise objective 
will prevent undue optimism and wish- 
ful thinking in actual operations. 

For the reasons cited above, and 
others, managements that have devel- 
oped well-ordered budget plans, and 
which guide operations in accordance 
therewith, have found themselves ap- 
praised favorably by commercial and 
investment bankers, investors, and 
other persons who undertake an in- 
formed evaluation of managerial efforts 
expended in enterprise activities. 

:very business enterprise is capable 
of being budgeted to some extent. Few, 
if any, alert managers of enterprises 
will acknowledge that there is a basis 
wanting or experience lacking or that 
the prospects of their enterprises are so 
illusive as to make it impossible for 
them to estimate for a future period the 
varied effects on operations that will 
result from sundry changes in operat- 
ing policies, in cost and selling price 
levels, and in volume of activity. In 
respect to the above, public accountants’ 
greatest contribution to a management 
may consist of application of their 
trained ability in crystallizing methods 
of assembling and summarizing budget 
data and of making independent ap- 
praisals of forecasts, i.e., in making 
audits of management planning. 

A management’s forecasts should be 
based upon various assumptions and 
contemplations as to volume, price 
levels, and flexible operating policies. 
Only in this manner can a management 
be assured of having advance plans 
which can be adjusted reasonably to 
meet any combination of operating poli- 
cies and external conditions which may 
arise in the future. 


r9S3 


Advance planning for as many years 
as foreseeable is particularly requisite 
for business enterprises which resort 
frequently to money markets for finan- 
cing. Since timing is important in re- 
spect to securing funds when interest 
rates are most advantageous, the man- 
agers of such fund-seeking firms must 
reach a high degree of accuracy in fore- 
casting future performance of their en- 
terprises. Not only must they draw 
heavily upon their own direct experi- 
ences with financial requirements but 
they must utilize the experiences of as 
many similarly situated businesses as 
possible. In these circumstances, the 
counsel of public accountants can be 
extremely helpful, inasmuch as the lat- 
ter group’s varied professional work 
has created in its members a serviceable 
store of knowledge relative to financial 
requirements of diverse types of busi- 
ness concerns. 

The financial budget is a necessary 
tool for an enterprise management in 
its formulation of policies required for 
adaptation to a constantly changing en- 
vironment. Each budget, therefore, 
must be specifically engineered and de- 
signed to meet the problems peculiar to 
a given enterprise. The services of in- 
dependent appraisers such as_ public 
accountants can be employed advan- 
tageously by managements in the tasks 
of designing flexible budgets and in 
rendering objective interpretations of 
variations between budget estimates 
and actual performance. 

The importance of careful and sys- 
tematic analysis of variations from 
budget standards cannot be overempha- 
sized. Any manager who expects to 
perfect the budget as an instrument for 
control cannot be other than impressed 
with the urgent necessity of knowing 
the causes underlying variances. One 
of the great advantages stemming from 
the application of scientific method- 
ology to the solution of business prob- 
lems arises out of being able to isolate 
exceptional items, good and bad, for 
purposes of further scrutiny and evalu- 
ation. Public accountants can point the 
573 
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way for managements in the refinement 
of their accounting and statistical rec- 
ords to an extent that data may be 
appropriately classified to disclose and 
facilitate analysis of budget variations. 

Although the well-prepared budget 
will be of inestimable assistance to a 
management in the control of opera- 
tions, the limitations inherent in this 
financial device should not be over- 
looked. The financial budget for a busi- 
ness concern merely charts the course 
which must be followed if the major 
objectives of the enterprise are to be 
achieved through the most efficient and 
economical means. It is only through 
adequate control by management itself 
of the performances of various persons 
responsible for carrying out the budget 
program that serious deviations from 
the course charted are to be prevented. 
Hence, it is important that manage- 
ments be fully conscious at all times of 
the essential distinctions between the 
sources of control which repose in man- 
agement itself and the budget as but 
one of several instruments of control. 
In this connection, public accountants 
can helpfully serve managements by 
bringing into use their widely recog- 
nized ability in test-checking account- 
ing and statistical data and perform- 
ances. By applying this technique to a 
test of a budget performance during its 
life, a public accountant could apprise 
an interested management of weak- 
nesses toward which timely corrective 
action might be directed. 

Both management and public ac- 
countants should be aware that finan- 
cial budgets should reflect, not dictate, 
the policies of management. In the final 
analysis, a budget is nothing more than 
an instrument by which a management 
forecasts the results of a contemplated 
operating program in a manner that 
these results are portrayed with a rea- 
sonable degree of accuracy before ac- 
tual performance is initiated. 

Should a public accountant find in 
his review of a budget performance that 
the budget no longer represents either 
an advisable or an attainable program, 
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then he would doubtless communicate 
this opinion to a management in such 
fashion as to furnish a sound basis to 
the latter for revision of the estimate 
in conformity with the objective data 
so obtained. 


Independent Examinations of 
Human Relations in an 
Enterprise 


There is a well-founded belief that 
one of the most perplexing problems 
facing contemporary civilization is the 
need for establishing sound, cooperative 
relations between workers and _ their 
managements. Perhaps, as often it has 
been suggested, the one real basic cause 
of recurrent conflicts between employ- 
ers and employees has been mutual 
misunderstanding over issues the solu- 
tion of which is relatively simple. 

Notwithstanding, there are man- 
agers, supported to some degree by 
economists, who conceive of labor as 
just another unit of commodity to be 
purchased in similar manner as caw 
materials, capital machinery, and other 
factors of production for which reward 
is to be adjudged by the impersonal 
pricing mechanism of the market place. 
In a private enterprise system, the eco- 
nomic aspects of labor service cannot 
be overlooked. Labor service is, indeed, 
comparable to a commodity. But the 
services of workers cannot be separated 
from the personalities who produce it. 
Hence, any management which at- 
tempts to deal with its workers only in 
terms of certain economic laws is 
doon :d to a series of unpleasant em- 
ployee relationships. 

A management desirous of forestal- 
ling employee dissension can assure it- 
self that no precarious situations exist 
at any of the potential trouble spots in 
the enterprise by procuring a periodic 
examination of the firm’s employee re- 
lations. In similar manner as a man- 
agement assures itself of the integrity 
of its financial record keeping by secur- 
ing an independent examination and 
review of the work of the persons re- 
sponsible for the record keeping so it 
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should have an independent review of 
the working of its personnel relations 
to assure that these relations are rea- 
sonably in harmony with the overall 
major objectives of the enterprise. 

The situation with respect to the 
following areas, all volatile friction 
spots between managements and em- 
ployees, should be periodically exam- 
ined by a qualified person or persons 
independent of the enterprise’s opera- 
tions and reported in the interest of 
harmonious relations :4 


1. The wage structure 


2. Administration of the personnel 
department 


3. Working conditions 
4. Grievance machinery 
5. The union contract 
6. Supervisory practices 
7. Communications 


Wages should, of course, be estab- 
lished on the basis of an objective job 
evaluation and increases in pay made 
according to some systematic merit rat- 
ing scheme. A public accountant, with 
his wide experience in examining and 
testing documentary evidence, would 
be ideally equipped to examine and test 
the practices of a subject enterprise in 
order to ascertain whether pay rates 
were actually in conformity with job 
evaluations or community pay stand- 
ards, and whether the merit rating sys- 
tem, provided one existed, was being 
fairly administered. Obviously, pay 
rates should be adjusted in accordance 
with the facts thus objectively deter- 
mined, if the most efficient relations 
between workers and management are 
to be fostered. 

Improper methods of recruiting, 
selecting, assigning, and promoting 
workers can become a sore spot and a 
point of serious friction between work- 
ers and their employers. A well de- 
signed independent test, on a selective 


p. 53-61. 


basis, of the records and practices of 
the personnel department or of the per- 
sonnel officer could serve as an effective 
basis for reconciling some of the major 
differences between men and _ their 
supervisors. 

One of the major spots of grievance 
concerns working conditions within an 
enterprise. Too frequently, top man- 
agement relies exclusively upon a plant 
superintendent or an office manager to 
see to it that reasonable standards of 
working conditions are met. These lat- 
ter officials may, in many instances, 
think of their workers as only adjuncts 
to the machines or records of the enter- 
prise. A public accountant reviewing 
this aspect of employee relations could 
impartially relate the existing working 
facilities to reasonable standards estab- 
lished by some external authority. Any 
material deviation from standard should 
call forth a rational justification by a 
management or invoke imminent reme- 
dial action. 

Another area in which the public ac- 
countant’s objective investigative tech- 
niques can be usefully applied is the 
operation of the grievance machinery 
of an enterprise. Herein lies a situation 
in which the importance of separating 
fact from sentiment becomes highly ap- 
parent. The extent to which complaints 
of employees can be acted upon will 
depend primarily on three conditions: 
(1) the extent to which the complaints 
were accurately stated; (2) the extent 
to which the complaints had an objec- 
tive reference and thus could be verified 
independently of the individual who 
made the complaint; and, therefore, 
(3) the extent to which the conditions 
about which complaint had been lodged 
could be stated in terms of generally 
accepted standards.* A public account- 
ant has been thoroughly oriented in 
getting at facts. In such instances as 
above, his work could well consist of 
making an analysis of important case 


3 A. Corning White, “Auditing Employee Relations”, Dun’s Review, March, 1949 


4 F. J. Roethlisberger, William J. Dickson, and Harold A. Wright, Management ana 
the Worker, Harvard University Press, Cambridge, 1934, p. 255. 
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records of complaints to ascertain the 
sources and causes of the complaints ; 
spot-checking complainants to deter- 
mine if, in fact, their complaints had 
objective bases; and checking com- 
plainants’ reactions to adjustments 
made by managements in response to 
complaints. 

In auditing the manner in which the 
union contract is applied in operations, 
public accountants should not, and gen- 
erally would not, attempt to preempt 
any interpretative duties for which 
their professional training has not pre- 
pared them. A properly informed man- 
agement will, in the first instance, 
secure a specialist to negotiate the labor 
contract and will rely on such special- 
ist, who usually is an attorney with 
wide experience in matters involving 
labor laws, to see to it that there are 
no major ambiguities or differences of 
interpretations as to the clauses in the 
agreement. Given clear meanings of 
the terms of a union contract, a public 
accountant, through test-check obser- 
vation of men and records, can report 
any serious violations in sufficient time 
to alert management to an impending 
friction spot. Some of the areas in 
which spot checks may be applied to 
determine if contractual stipulations 
are being fulfilled have been mentioned 
earlier, e.g., wage structure, working 
conditions, grievance machinery. 

A recurring audit of foremen’s and 
other supervisors’ relations with em- 
ployees should be made by independent 
specialists such as public accountants. 
Some of the situations in which selec- 
tive tests could be made are: methods 
of assigning workers to jobs, work pro- 
gramming, on-job training plans, meth- 
ods of giving orders to workers, and 
methods of explaining company policies 
to workers, Helpful to a public ac- 
countant’s examination of these areas 
would be a periodic report by foremen 
and supervisors on the methods used 
by them in facilitating their relation- 
ships with employees under their guid- 
ance. 

Finally, an enterprise’s methods and 
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media by which company policies, 
ideas, decisions, problems, and plans 
are communicated to workers should be 
subjected to the same type of objective 
appraisal which public accountants so 
capably perform in reviewing manage- 
ment’s financial reporting and com- 
munication to shareholders and others. 
A report by an independent specialist 
to management on this potential danger 
situation in employee relations should 
enable an alert manager to concentrate 
on securing the most effective and eco- 
nomical combination of media to get his 
firm’s message across to its workers. 

The above are but a few, though 
highly significant, areas in which an 
enlightened management will seek to 
have an independent appraisal made of 
actual operations. Inasmuch as so many 
of the activities of a business enterprise 
are reducible to figure-facts and other 
objective bases with which a public ac- 
countant’s diversified experience has 
fully acquainted him, a management's 
retention of a public accountant to 
make an examination of the conditions 
surrounding sore spots in an enter- 
prise’s employee relations is evidence of 
wise decision-making. The public ac- 
countant’s conventional examination of 
financial records of business enterprises 
is predominantly an examination of the 
men behind the records. Hence, he is 
no stranger in the matter of examining 
and evaluating the human element in 
an enterprise. 

An external audit of employee rela- 
tions in countless enterprises when 
combined with a mutual intention of 
affected employees and managements 
jointly to eradicate any difficulties could 
pave the way for ameliorating the can- 
cerous blight on post-war progress 
caused by strained employer-worker re- 
lations. 


Summary 


Modern industrial society is rapidly 
witnessing the emergence of a profes- 
sional management class in which the 
motivating philosophy of “service at a 

nm 2 : 
profit” is being supplemented by a 
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Independent Accounting Analysis and Review as Instruments of Control 


philosophy of broader social benefits 
and human responsibility. The man- 
agers of today must have knowledge 
gained and verified by exact observa- 
tion and correct thinking which is 
methodically formulated and arranged 
in a rational system.5 The application 
of these elements requires research, 
penetrative thinking, decision, special- 
ized knowledge, skill, and perserver- 
ance. 

Ideal management requires at all 
times that the actions generated by an 
enterprise will be the result of the de- 
liberative thinking and will of the men 
responsible for the direction and con- 
trol of the enterprise. To approach this 
ideal reasonably requires of manage- 
ment an understanding of economics, 
sound organizational structure, unity of 
purpose within the enterprise, wisely 
selected business policies, long term 
planning, an understanding of the hu- 
man factors in industrial relations, 
comprehension of employee relations 
and problems, and above all, an ability 
to make sound and accurate decisions. 

Decision making and the effectua- 
tion of decisions, i.e., putting decisions 
into profitable action, are the distin- 
guishing features of management. De- 
cisions by managers, like decisions by 
any other individual, must be based 
upon conclusions derived by a scientific 
or reasoning approach if intelligent 
consideration of the entire problem, in 
any given situation, is to be assured. 
An alert management will develop and 
utilize all of the methods, techniques, 
and practices essential to the collection 
of information pertaining to all aspects 
of its enterprise. In, so performing, a 
manager will be better enabled to as- 
certain the status of both physical and 
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human resources at any given time or 
for any selected period of time. 

A mark of good judgment on the 
part of a management is the develop- 
ment of supplementary aids or instru- 
ments which will not only furnish it 
with reliable and dependable informa- 
tion but will relieve even the most 
highly trained and skilled manager of 
the burden of attempting to make first 
hand observation and test of the many 
varied areas of modern enterprise ac- 
tivity. A public accountant represents 
one of the sources of assistance and 
counsel to which the reasoning man- 
ager turns. The educational prepara- 
tion, the early training, and the pro- 
fessional practice of a public accountant 
have been oriented in the major prob- 
lems of business enterprises. No other 
outsider has such intimate knowledge 
of the anatomy of an individual enter- 
prise as he. 

It is not surprising that the inde- 
pendent appraisal of many of the areas 
of enterprise activity about which man- 
agement needs objective facts is dele- 
gated by a wise management to a per- 
son of the diversified experience pos- 
sessed by the typical public accountant. 
Discussion of some of the more im- 
portant of these areas has been pre- 
sented in preceding pages of this 
article. There are, of course, other 
areas in which public accountants, 
through training and experience, are 
competent to act. 

A management which seeks all of the 
informed assistance which it can muster 
to furnish factual background data will 
be in the most strategic position to 
render wise decisions in fulfilling its 
functions of organizing, directing, and 
controlling its enterprise. 


5 John C. Glover, Business Operational Research and Reports, The American Book 








Some Notes on Witnessing Pay-Offs 


By Georce C. Watt, C.P.A. 


This is a case study of the audit procedures involved in witnessing 
a pay-off. This program step, like the observations of physical 
inventories, affords the auditor an opportunity to make contact 
with physical operations and relate relevant book entries thereto, 
while at the same time producing a good psychological 
effect upon the client’s personnel. 


eens pay-offs is often re- 

ferred to as one audit procedure 
and seldom does accounting literature 
spell out the many detailed steps. Sev- 
eral years ago, a client asked that on 
a date of our choice we simultaneously 
witness the pay-offs at his divisions and 
subsidiary companies located in the 
East. Accordingly one audit program 
was created to guide many assistants, 
who were able to adapt the steps to 
local conditions without extensive re- 
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wording. Varying the emphasis in 
auditing procedures on annual engage- 
ments is a well-recognized prerogative. 
Witnessing pay-offs does not add ap- 
preciable time to normal engagements 
as there are compensating savings, such 
as a reduction in the extent of (1) 
cross-checking payroll information with 
personnel data, (2) tracing payroll in- 
formation to time cards and (3) exam- 
ining endorsements on payroll checks 
or receipts for cash. 


From the public accountant’s point 
of view, witnessing pay-offs offers the 
benefit of getting the auditor in contact 
with operations and, like the observa- 
tion of physical inventories, provides 
an opportunity to relate book entries 
with physical existence. It also has a 
good psychological effect for the audi- 
tor to contact the paymaster, superin- 
tendents, foremen and workmen in the 
course of witnessing a pay-off. 


The original program (shown on 
the following pages) allowed for a 
variety of local situations, but no single 
location involved more than 400 em- 
ployees. 


September 





Some Notes on Witnessing Pay-Offs 


Observation of Payroll Pay-off 
Work Program 


RMN ci oes ha ca euen cxucaee Payroll period ending: ............. Work 
done 


Diaent OF QUES: iis nods kr toned ees 


Key to Client’s Pay-off Procedures 
at Location to be Tested: 


1. Bulk cash is received via armed guard service or obtained 
at the bank. Envelopes are filled by clerks at the plant. 
2. Cash-filled envelopes are either received via armed guard 
service or obtained at the bank by an employee of the client. 
3. Payroll checks are prepared at the plant. 
Pay-off 
" : : procedures 
Note — X = Step not applicable to particular procedure. Initial 
in the steps below under appropriate procedure number. 123 
al General: 
ive. The purpose of this program is to ascertain that net payroll 
ap- in a test week or month as recorded in the general ledger and cash 
nts records is distributed to bona fide employees. The use of the term 
“control” hereafter means that the assistant arranges for the client’s 
employees to go about their duties in such a way that the assistant 
may observe the cash or checks at all times. It does not imply 
that the assistant should handle cash or checks. 


Work Program: 

1. Familiarize yourself with the client’s pay-off procedures by 
reviewing permanent file, last year’s working papers, etc. 
Announce your intention of witnessing current pay-off at 

the latest possible time, certainly after the payroll (register) 

pint sheets are finalized. 

the 2. Upon arriving to witness pay-off, assume control of the 

tact completed payroll sheets; foot the net pay column. Trace 

-va- this total to the disbursement from the regular bank account 

to the payroll bank account, and trace to the entries in the 

cash accounts in the cashbooks. Continue to control payroll 

sheets until the completion of the last step. 

: a. If cash-filled envelopes are received (procedure 2), 

udi- proceed next with step 5. x x 
rin- b. If pay by checks (procedure 3), trace checks to payroll 

the sheets and proceed next with step 6 while the checks 

are still under your control. x x 


ides 
ries 


iS a 


3. (Procedure 1 only) 

on Record the total amount shown on the receipt signed by 

the client’s employee when bulk cash is received from the 

armed guard service or from the bank and agree this figure 

to the total per the payroll sheets. (Where cash is to be 

wail obtained directly from the bank, accompany client’s employee 

to the bank.) > re 
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(Procedure 1 only) 
Check empty envelopes to the payroll before the receipt of 
bulk cash. Control empty envelopes. Observe the insertion 
of cash in the envelopes, maintaining control of total cash 
only. (It is not necessary to determine that each individual 
envelope was accurately filled; simply determine that all 
cash received went into envelopes which you control.) 
(Procedure 2 only) 
Assume control of the filled pay envelopes when received 
from the armed guard service or bank. Trace the envelopes 
to the payroll sheets (name and amount ) or, at the conclusion 
of the pay-off, trace to the payroll sheets the individual 
signed receipts which employees exchanged for cash 
envelopes. 

Note In maintaining control of the payroll envelopes, be 
certain that at all times a representative of the client is 
maintaining control with you. 

When the distribution of the envelopes (checks) is to be 
made, request the paymaster to distribute the envelopes 
(checks) in such a manner that you are at all times in com- 
plete control of all envelopes (checks) to be distributed to 
bona fide employees. Accompany the paymaster as he dis- 
tributes each envelope (check), receiving the employee’s 
signed receipt (if any) on cash pay-offs directly after sig- 
nature. Where employees are not at their regular depart- 
ment, ask them for identification. If the payroll is normally 
distributed by more than one employee, arrange to do one of 
the following : 

a. Obtain the number of assistants required to match the 
number of employees who distribute envelopes 
(checks ). 

b. Arrange with client that for this one pay-off he 
stagger the pay-off throughout the day to permit you 
to accompany one at a time each of his clerks who 
normally pay off. Seal the inactive envelopes (checks) 
behind you at each trip from the central location. 

c. (Least desirable) As in “a” above, but obtain the 
help you require by using client’s employees who have 
no relation to payroll, tabulating, timekeeping, per- 
sonnel or cash work. 

List all unclaimed envelopes (checks) and ascertain, by 
conversation with co-workers of the absent employees 
(other than foremen, timekeepers or tabulating department 
operators), that the absent employees are actually employed 
by the client. The existence of night watchmen, truck drivers, 
traveling salesmen, etc., may also be established in this 
manner. (If possible, perform this step when accompanying 
the paymaster making the distribution. The paymaster may 
retain the unclaimed envelopes, but if the paymaster is an 
employee who has many other duties, it is customary for 
him to turn unclaimed wages over to the personnel depart- 
ment. ) 


Pay-off 
procedures 
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Pay-off 
procedures 
8. Trace the employees per the payroll sheets supporting this 1 2 3 
pay-off to the employees per the payroll sheets of a payroll 
paid, say, three weeks prior and thereby: 
a. Account for all employees on the payroll sheets of 
that prior payroll who are not on the payroll sheets 
of the payroll under observation by tracing to proper 
authorizations to remove employees from the payroll, 
taking care to note termination date per personnel 
department records compared with payroll records. 
Also verify the existence of these terminated employees 
by conversation with co-workers (as in 7 above). 
It is also desirable to account for employees on the 
payroll sheets of the witnessed payroll who were 
not on the payroll sheets of the prior payroll. If this 
involves much time, however, test a few cases only to 
personnel department information. 
General — It is difficult to witness a pay-off with 
certainty that it was done as a complete surprise. 
Therefore, the above step 8a is of extreme importance 
for it may locate fictitious names on those prior pay- 
roll sheets (which were certainly prepared without 
prior knowledge of a payroll audit). Such prior 
payroll should be the one used in the regular cash 
payroll work program, if possible. An illustration of 
payrolls selected follows: 
Date of payroll tested under payroll cash work 
program. Week ended — Sunday 10/19 
Surprise interim work started by arrival at plant — 
Thursday 10/30 
Witnessed pay-off of week ended — Sunday 11/2 
(payday) Friday 11/7 
(Account for all names on 10/19 payroll not 
reappearing on 11/2 payroll.) 
9. Having reviewed the client’s procedure (step 1) and 
observed the pay-off, offer suggestions for strengthening 
internal accounting control. 
This program represents a general check list. The assistant in charge is 
responsible for revisions necessary for its application to the specific location. 
(To be initialed by assistant in charge.) 


General Notes: . 

1. Where the client has a paymaster (or an employee who assumes duties 
of a paymaster), it is preferable to observe his procedures and later write 
a memorandum containing suggestions for improving his procedures. In 
such cases, use this work program as a check list. 

2. Where the payroll contains more than say 400 names, the above program 
may. be used as a guide, but many steps will require limitation. 

3. It is not contemplated that this program be carried out every year at 
every plant. In years when it is applied, a corresponding reduction in 
time spent in reviewing endorsements and cross-checking to personnel 
department information is permissible. 
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Insurance Notes for Accountants 


By JEROME S. MILLER 


This paper points up the inescapable liaison between the efforts of 

the client’s accountant and his insurance counselor in effecting 

adequate financial protection against risks. Comments and questions 
by interested readers will be welcomed. 


I. Basic Procedure in Settlement of Business 


Interruption Insurance Claims 


The adjuster representing the insur- 
ance company, and the insurance repre- 
sentative of the insured will seek to 
come to agreement promptly on five 
points : 

1. The length of the period of total 
interruption of normal physical business 
activities, and of partial interruption of 
activities. 

2. The extent by which that period 
could be lessened by the use of substi- 
tute premises, overtime labor of repair 
crews or regular employees, importation 
of special machinery, or other expedit- 
ing devices. 

3. The amount of manufacturing 
production, or sales of merchandise or 
services which would have occurred 
during the period described in (1) 
above. 
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4. The dollar value of this unborn 
production or those never-made sales 
in terms of net profits and expenses 
which continue during the determined 
period of interruption. 

5. The business interruption insur- 
able value of the business during the 
twelve months starting from the date 
of the fire or other event causing the 
suspension of business activity. 


Phases of Interest 
to Public Accountants 


It is not the accountant’s function to 
assist in determining aspects of physical 
interruption extent or periods. He may, 
however, be called upon to assist in the 
presentation by his client of the fourth 
and fifth points noted above. 

As to (4) above, the dollar value of 
the activities prevented as a result of the 
casualty can be determined only by con- 
sulting the recent and immediate past 
records of earnings of the business. 

The insurance company adjuster will 
have available to him the latest rendered 
twelve-month profit-and-loss statement, 
but this often covers a period ending 
many months before the date of the 
casualty. 

Given a period of activity determined 
as interrupted, the accountant can pro- 
vide the client with a guide to the prob- 
able financial results which would have 
occurred. This can be done usually by 
using as a basis the similar period of the 
preceding calendar year, and adjusting 
those figures based on the percentage 
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Insurance Notes for Accountants 


trend shown by the business during the 
time between that previous-year period 
and the date of the casualty. It might 
even be proper, if a business has shown 
a sharp increase, to present figures of 
the matching period of still prior years, 
to establish the percentage trend with 
more authority. 


Illustrative Example 


Many examples are possible to illus- 
trate this, the variations depending 
upon the type of busines involved (man- 
ufacturing, wholesale, retail, service) 
and the extent of physical interruption 


(complete cessation, partial suspension, 
total suspension of one department, 
etc.). A simple schedule may be some- 
what illustrative. 

Assume that a fire occurred on the 
premises occupied by a manufacturing 
firm on July 1, 1953, which resulted in 
an agreed period of interruption from 
July 1 to September 1, 1953. Also, that 
the policy form excludes payment for 
ordinary payroll, and that the figures 
tabulated below have been drawn up 
from available records and are for the 
corresponding period in 1952, viz., July 
1 to September 1, 1952. 


CoMPUTATION OF AMOUNT OF 
Loss or Net PROFIT AND CONTINUING EXPENSFS 


(Period: July 1-September 1, 1952) 











Sales (net of sales returns and allowances) .......... $550,000 
Cost of Sales 
Raw materials and supplies ..... Macatee wena eres $296,500 
i ee errr rrr eer rar * 122.250 
UIE DOMED oo vnc cccdseeseenewesade se * 23,000 
Citser fhetory experiences... 6. ce cic ccecccenves 21,500 463,250 
eS a ES en eg $ 86,750 
Selling Salaries and Expenses ...........csccesees: *$ 15,500 
Administrative Salaries and Expenses .............. * 25,000 40,500 
Net Profit (before income taxes) .......... $ 46,250 
To which is added, to the extent of their continuance: 
NRE BIN oo 5 kon 6 aslo odecsnmewneabs *$ 23,000 
Olt SHCIGEY GUDONOEE ..« - 0.6c ccs cicccaceeateas 14,400 
Selling salaries and expenses ..........eeceeees * 10,000 
Administrative salaries and expenses ........... * 16,000 63,400 
Net Profit and Continuing Expenses ........ $109,650 








* Inclusive of payroll taxes and, where applicable, other expenses which are a function 


of payroll. 


If the business under discussion were 
stable enough to consider the 1953 pe- 
riod identical with the 1952 period por- 
trayed above, these figures would con- 
stitute the actual claim submitted. If a 
change upward or downward in these 
significant figures had been indicated in 
the period between September 1, 1952, 
and the date of the casualty, July 1, 
1953, such departures should be taken 
into account. 


1953 


Both in the preparation of a report 
similar to this schedule covering the 
matching period of the previous year, 
and the adjustment of that report to 
reflect the more recent trend of the 
business, the accountant can be of im- 
portant assistance to the client. The 
possibility otherwise exists that the 
client may himself prepare a report 
which is inadequate to picture his prop- 
er net profit and continuing expenses 
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for the period concerned, or that the 
lack of knowledge of that particular in- 
dustry or that individual firm on the 
part of the insurance adjuster may cause 
him to omit items which are proper to 
include. 

An example is found in the recent 
claim of a linoleum jobber. The figures 
requested by the adjuster, if submitted 
without further interpretation, would 
not reveal that a major portion of the 
sales of the previous season, which 
matched calendar-wise the period of in- 
terruption from fire this current year, 
were on a profit basis sharply less than 
normal, The reason was simply that the 
firm dealt in imported linoleum and a 
good portion of its imported merchan- 
dise had been delivered in di umaged 
condition due to some events while the 
merchandise was on the high seas. To 
present the picture of what would have 
happened normally during the current 
period had there been no interruption 
due to fire, the accountant would have 
gone to either a different previous-year 
period, or presented figures not only 
from the previous year but also from the 
second year previous to the period con- 
cerned, to support the proper claim 
amount. 


Further Help by the Accountant 


Whether the client would collect the 
amount shown here, again assuming 
activity in 1953 pees with that ex- 
perienced in 1952, depends finally upon 
whether the amount of insurance car- 
ried is adequate to satisfy the require- 
ments of the coinsurance clause con- 
tained in the policy. The accountant 
again can be of assistance in presenting 
such evidence, as indicated in point 5 
above. 

The twelve months starting from the 
date of the fire or other insured event is 
used as a measure of the total insurable 

value of the business for the purpose of 
applying the coinsurance requirement. 
To have been adequately insured at the 
time the insurance policy was issued is 
of no consequence once a loss has oc- 
curred. To avoid a penalty in claim 
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settlement amount an adequate amount 
of insurance must be in force at the 
time of loss. 

Following a casualty requiring a 
claim to be made under business inter- 
ruption insurance, the accountant would 
do well to suggest that he be furnished 
with a work-sheet by the particular 
company insuring the client. This work- 
sheet is the guide to determining the 
insurable value of a business according 
to the policy form used by that particu- 
lar insurance company or companies. 
This suggestion is made because the 
terms used in work-sheets issued by 
insurance organizations to compute 
business interruption values are in 
many instances at variance with ac- 
countants’ use and understanding of the 
terms. 

Using information already contained 
in his files, the accountant can then pre- 
pare a report indicating the estimate of 
what the experience of the business 
might have been for the twelve months 
following the date of the casualty. 


II. Insurance for Accountants 


The practice of accounting isn’t 
physically harmless to the public! Here 
is a brief review of some accidents 
which really happened to accounting 
firms, the obvious moral being to make 
sure you have the protection of public 
liability insurance. It is a basic and im- 
portant form of protection for the in- 
dividual practitioner and the larger 
office alike, yet more often than I should 
I have found accountants lacking this 
form of policy. 

Public liability insurance arranges to 
pay in his behalf the legal expenses and 
legal awards levied against the account- 
ant arising out of any claim made 
against him for personal injuries or 
damage to property which are the result 
of an action or activity connected with 
the physical practice of accounting. 

The injury or property damage need 
not occur within the office of the ac- 
countant, although claims alleging that 
are included in the policy coverage also. 

(Continued on page 595) 
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New York State Tax Forum 











Conducted by BENJAMIN Harrow, C.P.A. 


Some State Tax Problems of the 
Small Business 


One of the significant sessions at the 
Annual Conference held at Saranac Inn 
in June was devoted to the problems of 
the small business. Time did not per- 
mit a full discussion of all the problems 
and little was said of the state tax 
aspects of the small business. When 
A and B decide to go into business in- 
vesting a small amount of capital, the 
first problem will be whether to operate 
as a partnership or as a corporation. 
Considering only the tax aspects, the 
partnership may be more desirable than 
the corporation. The partnership is sub- 
ject to the unincorporated business tax 
of 3% of net business income. In ar- 
riving at the net taxable income a de- 
duction of $5,000 is permitted for each 
active partner, with a maximum of 20% 
of net income for all partners. In addi- 
tion, there is an exemption of $5,000 
before applying the 3% rate. As a cor- 
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poration there would be an annual fran- 
chise tax, under Article 9A, of 544% 


of entire net income. A deduction of 
actual salaries paid to A and B is al- 
lowed in arriving at entire net income. 
However, under the salary elimination 
basis of computing the tax, the tax on 
entire net income may exceed the tax 
under the regular basis. The effect of 
this basis is to limit the deduction for 
salaries in arriving at the tax to be 
paid. 

Under the partnership form of doing 
business, each partner would be sub- 
ject to federal and state income taxation 
on his distributive share of partnership 
profits, regardless of actual drawings. 
In the event of a loss, each partner 
would be entitled to a full deduction 
for his share of the loss. Under the 
corporate form, A and B would be sub- 
ject to income tax only on actual sal- 
aries paid plus dividends received by 
them. However, the corporation itself 
would be subject to a federal income 
tax on its net income. There is no sep- 
arate income tax on corporations under 
the state law, apart from the franchise 
tax. 

As the business grows, A and B may 
wish to incorporate. The transfer of 
the partnership assets to a corporation 
may be accomplished without any tax 
consequences to A or B. A and B will 
receive stock of the corporation for the 
assets transferred. No matter what 
value is placed upon the partnership 
assets by the corporation, the basis for 
gain or loss to the corporation will 
be the basis to the partnerhip. If A 
and B had originally organized a cor- 
poration and then had decided to dis- 
solve the corporation to continue as a 
partnership, the dissolution of the cor- 
poration would result in a possible tax- 
able capital gain to the stockholders. 
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Dissolution of a Partnership 


This differs from a dissolution of 
a corporation in that a distribution of 
partnership assets in kind to the part- 
ners is not a completed transaction for 
tax purposes. The assets however take 
a new basis which is related to the 
capital accounts of the partners. It is 
really the capital that is distributed in 
the form of the partnership assets. A 
subsequent disposition of the assets may 
result in a taxable gain or loss. The 
nature of this gain as ordinary or capital 
is uncertain, although it would seem 
that a recovery of the capital of the 
partner should result in a capital gain 
regardless of the nature of the asset 
disposed of. A partnership interest is 
itself a capital asset and can be dis- 
posed of separately. 

A partnership is not separately taxed 
under the income tax law. The law 
looks upon it as an aggregate of indi- 
viduals and therefore taxes the indi- 
viduals on their distributive shares of 
the partnership income. Nevertheless, 
for some purposes the partnership is 
considered as an entity. These conflict- 
ing concepts may have different tax 
effects. 


Retirement of a Partner 


One aspect of the conflict between the 
entity and aggregate theories of a part- 
nership manifests itself in a professional 
partnership when a partner retires. It 
is quite common, for example, in ac- 
counting firms for a partner to retire 
at a specific age and to continue receiv- 
ing income for a number of years. Usu- 
ally this amount is determined by ref- 
erence to the retiring partner’s earn- 
ings for a preceding period of time. 
What is the nature of the income re- 
ceived by the retiring partner? Is it a 
distributive share of the current profits 
of the partnership and therefore ordi- 
nary income? Or is it a payment to the 
retiring partner for his share of the 
good will of the partnership and there- 


fore a capital gain? If the latter, the 
retiring partner’s share is taxable to 
the remaining partners who are deemed 
to be purchasing the retiring partner’s 
good will, a capital asset and not de- 
ductible. This situation was recently 
before the Circuit Court,! which held 
that the retiring partner was receiving 
a share of partnership profits taxable to 
him as ordinary income. 

In this case the partnership agree- 
ment provided that upon death, retire- 
ment or withdrawal of a partner, his 
interest in the firm assets and business 
should be transferred to the continuing 
partners, that the partnership should 
not thereby be dissolved, and there 
should be paid him or to his estate in 
settlement of all claims against the con- 
tinuing partners and the assets, the 
amount of his capital contribution, the 
balance of his current account, and his 
proportionate share of profits for the 
current year. He was also to receive 
an additional amount to be determined 
by the administrative partners, which 
in case of death or retirement at age 65, 
was to be equal to not less than his 
share of three years’ earnings, past or 
future, and was to be paid over a six- 
year period out of distributive profits. 
Whitworth retired in 1943. In 1945 
and 1947, these additional payments 
were made to him. The Court held 
these payments were distributions of 
income and taxable to him as ordinary 
income, and were not part of the pur- 
chase price of his interest in the part- 
nership. 


Recoveries of War Losses 


During the war years a taxpayer 
could take a deduction for property 
losses in war countries sustained by 
reason of the war. After the war, tax- 
payers recovered property for which 
losses had been taken and such re- 
coveries resulted in income. Because 
of differences in tax rates and the 
involuntary nature of the losses the re- 


Charles R. Whitworth v. Comm., U. S. Court of Appeals, Seventh Circuit, No. 10832, 


June 12, 1953. 
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covery of such property resulted in an 
overall disproportionate tax. In 1951, 
the federal income tax law gave a tax- 
payer an option to treat the recovery 
as income in the year of recovery or 
to offset the recovery against the war 
loss deduction for the year in which 
the deduction was taken. The differ- 
ence is treated as additional tax for the 
year of recovery. 

The New York Legislature for 1953 
amended Sections 211 and 212 of Ar- 
ticle 9A because of the 1951 federal law. 
This amendment requires the taxpayer, 
if he uses the second option, to recom- 
pute the franchise tax for the year the 
loss was claimed as a deduction. This 
treatment prevents the taxpayer from 
taking a different allocation percentage 
by considering the recovery as income 
for the year of recovery. 


Penalties for Late Filing of Returns 


It is of course important that tax 
returns be filed on time and tax laws 
usually contain penalty provisions 
where returns are not timely filed. Such 
provisions may result in inequitable ex- 
actions especially where the delay in fil- 
ing is a matter of a day or so. It is 
important to know that the courts have 
found a way to mitigate such a penalty. 

In a recent case? an estate tax return 
was due on July 21, 1947, fifteen 
months after the date of death. The 
Regulations* provide that “the return 
should be posted in ample time to reach 
the collector’s office, under ordinary 
handling of the mails, on or before the 
(due) date For failure to file a 
return on time 5% is added to the tax 
if the delay in filing is for not more than 
30 days, unless the failure is due to a 
“reasonable cause and not to willful 
neglect.” In this case the executrix em- 
ployed an attorney to act as counsel for 
the estate. He prepared the estate tax 
return and mailed it on the afternoon 
of July 21. It reached the Collector’s 


office the following morning, one day 
late according to the Regulations. The 
5% penalty was imposed by the Com- 
missioner. In addition, he ruled that 
the estate lost the privilege of using the 
optional valuation date. The Tax Court 
upheld the Commissioner, but fortu- 
nately the Circuit Court reversed. 

The Tax Court, in its opinion, noted 
that the executrix had turned over the 
preparation and filing of the return to 
an attorney. It pointed out that it was 
not shown how long before the due date 
that was done. It noted that this attor- 
ney had had a limited experience in tax 
matters and that no explanation was 
offered as to why mailing was put off 
until the due date. It added that possi- 
bly the attorney assumed that if he 
mailed the return on the due date it 
would be treated as having been timely 
filed. 

The Circuit Court opinion is impor- 
tant because of the discussion of what 
constitutes reasonable cause. The ele- 
ments that must be present to constitute 
reasonable cause are first questions of 
law. It means the exercise of ordinary 
business care and prudence, and as a 
matter of law reliance upon an attorney 
or an accountant for making out and 
filing tax returns constitutes reasonable 
care. The Court quoted the following 
from another case :* “To impute to the 
taxpayer the mistakes of his consultant 
would be to penalize him for consulting 
an expert.” The rule as to reasonable 
care applies to the filing of tax returns 
as well as to reliance upon technical 
advice in complicated legal matters. 
Penalties under the revenué laws are 
designed to be imposed upon conduct 
“which is intentional, or knowing, or 
voluntary, as distinguished from acci- 
dental.” * 

While the result in this case was sat- 
isfactory, taxpayers will prefer to avoid 
lengthy and expensive court procedures 
by filing returns on time. 


Estate of Fred. B. Fisk v. Commissioner, 203 F (2nd) 358, rev’'g. Tax Court (April 


16, 1953). 
Section 81 b3. 
Haywood Lumber & 


Mining Company v 


7, Commissioner, 178 F (2nd) 769. 


Quoted from U. S. v. Murdock, 290 U. S. 389. 
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The New York estate tax return 
should be filed within sixty days after 
the entry of the Surrogate’s order di- 
recting the appraisal. Failure to file this 
return on time may subject the executor 
or administrator to a penalty.® 


Valuation of Life Interest 

Under the estate tax law, life inter- 
ests are usually valued on the basis of 
mortality tables set forth in the Regula- 
tions (Section 81.10(i) Reg. 105; Sec- 
tion 249-V, Tax Law, Ch. 60, C.L.). 
In a recent case’ a decedent had set up 
a testamentary trust in which certain 
individuals received income for life. 
Charities were to receive payments out 
of corpus. One of the beneficiaries, 29 
years of age at the time of testator’s 
death, had been suffering for eleven 
years from a chronic ulcerative colitis 
and died about seven months after the 
decedent died. Her physicians about 
seven months before her death had esti- 
mated that she had a reasonable life ex- 
pectancy of between six months and a 
year. 

In determining the charitable deduc- 
tion for estate tax purposes the executor 
computed the life estate of the daughter 
on her actual life expectancy and not the 
mortality tables. The Commissioner 
valued the life interest on the basis of 
the mortality tables thus reducing the 
charitable deduction and increasing the 
estate tax. The Tax Court surprisingly 
held for the taxpayer saying “the use of 
established mortality tables must give 
way to the proven facts which show a 
lower life expectancy.” While this is a 


6 Section 249-V Tax Law, Ch. 60, C. L. 


realistic decision, it runs counter to the 
position usually taken by the courts. 


Principal and Income— 
Capital Gains 


Trust income may be taxable to one 
of three taxpayers: to the trust itself as 
a taxable entity, to the life beneficiary 
of the trust, or to the grantor of the 
trust. Income distributable to life bene- 
ficiaries is usually taxable to them. Such 
income will, as a rule, consist of rents, 
interest and dividends. A sale of trust 
assets may result in capital gains also 
taxable as income. Since such gains 
increase the principal of the trust they 
are taxable to the trust. Where a trust 
indenture contains no provision to the 
contrary, income tax on capital gains is 
chargeable to principal. Under the New 
York income tax law this would be true 
even if income resulting from capital 
gains is distributable to life beneficiaries. 

Ina recent case’, the Court was asked 
to rule on the question of whether an 
income tax on capital gains was charge- 
able to principal or to income. A trust 
indenture provided that the trustees 
were to collect the rents, issues, income, 
revenues and profits, and after deduct- 
ing taxes, charges and expenses “(in- 
cluding any income taxes upon capital 
profits not distributable as income here- 
under)” pay the net income to certain 
life beneficiaries. The Court held that 
this language did not justify charging 
the tax on capital gains to income. 
Since capital gains increase the princi- 
pal, the tax incident to them should be 
charges against principal. 


7 Estate of James W. Douglas v. Commissioner, T.C. Memo., Dkt. No. 37044, March 31, 


1953. 


8 Matter of Baekeland, Supreme Court, N. Y. County, N.Y.L.J., May 13, 1953, page 1607. 
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Conducted by Louis H. Rappaport, C.P.A. 


SEC Proposes to Rescind 
Form 9-K 


Most listed corporations are required 
under SEC rules to file a quarterly 
report of their sales (or operating rev- 
enues ) with the SEC and the exchange 
on which their securities are listed for 
trading. These quarterly reports are 
filed on Form 9-K. 

The Commission has recently been 
making a review of its activities, re- 
quirements and procedures to deter- 
mine the extent to which these may 
be eliminated, revised or modified with- 
out a material adverse effect upon the 
public interest. In connection with 
that review, the Commission is con- 
sidering a proposal to rescind Form 
9-IX and the rules relating to the filing 
of such reports under the Securities 
Exchange Act of 1934. 

Before taking final action on the 
proposal, the SEC desires to obtain 
the views of the companies that would 
be affected and of the public generally. 
Accordingly, the Commission has in- 
vited all interested persons to submit 
data, views and comments in writing. 
The Securities and Exchange Commis- 
sion is at 425 Second Street N. W.,, 
Washington 25, D. C. 

Bear in mind that the proposal runs 
only to the SEC quarterly report. 
Most companies whose securities are 
listed for trading on the New York 
Stock Exchange have-agreements with 
the exchange under which they are 
required to release quarterly earnings 
information. The SEC’s present pro- 
posal would not, of course, affect the 





Louis H. Rappaport, C.P.A., has 
been a member of the Society since 
1933. He is a partner in the firm of 
Lybrand, Ross Bros. & Montgomery, 


... Ae. 














#953 


obligation of these companies to pub- 
licize their interim earnings. 


Financial Statements of Securities 
Brokers and Dealers 


Persons who deal in securities in the 
over-the-counter market are required, 
under the Securities Exchange Act of 
1934, to file an application for registra- 
tion with the SEC. In addition such 
persons are required to file a report of 
financial condition with the SEC dur- 
ing each calendar year. 

Strangely enough, the SEC form 
of application for registration did not 
until recently call for the broker's or 
dealer’s balance sheet. If you were 
concerned about the financial condition 
of a dealer with whom you were doing 
or going to do business, you could not 
learn anything about his financial con- 
dition from the SEC until the dealer 
had filed an annual report. 

This defect in the original registra- 
tion form has now been corrected. The 
form (known as Form 3-M) requires 
the broker or dealer to file with his 
application a statement of financial con- 
dition disclosing the nature and amount 
of his assets, liabilities and net worth 
as of a date within 30 days of the date 
on which the statement is filed. The 
statement is to contain an oath or 
affirmation by a designated person that 
it is true and correct, but it need not 
be certified by an independent public 
accountant. If the broker or dealer is 
a sole proprietor, the oath or affirma- 
tion shall be made by the proprietor ; if 
a partnership, by a general partner ; if 
a corporation, by a duly authorized 
officer. 

The new SEC rule establishes no 
capital requirements as a condition 
precedent to registration, nor does it 
modify such requirements applicable 
to brokers or dealers already registered. 
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A forum for the exchange of views and information on all 
aspects of the administration of an accounting practice. 














Conducted by Max Brock, C.P.A. 


Manual of Office Rules 


The use of manuals by small and 
large accounting firms has been encour- 
aged in this column. It was neverthe- 
less recognized that the thought of 
drafting a manual without a guide or 
reference material can be a serious de- 
terrent. Some reference material is 
available in the CPA Handbook (pub- 
lished by the American Institute of 
Accountants) and from other sources. 
These data can be a valuable aid and 
time saver. 

A ready-to-use manual of office rules 
is published in small booklet form by a 
mid-western publishing company. The 
last two pages of the booklet are blank, 
providing space for the insertion of 
such additional information as may be 
desired in the individual case. If the 
booklet can be used as is, supplemented 
perhaps by a little added material, the 
manual problem is easily solved. Other- 
wise one copy may be used as a guide 
for preparation of a “made-to-order” 
manual (Publisher’s name on request ). 

The table of contents lists seventeen 
subjects, namely instructions as to office 
hours, time sheets, out-of-town engage- 
ments, vacations and sickness, holidays, 
stationery and supplies, telephone, 





Max Broce, C:P.A. ONiY., Pa), 
is a former chairman of the Commit- 
tee on Administration of Account- 
ants’ Practice of the New York State 
Society of Certified Public Account- 
ants. He is a lecturer at The City 
College of New York in the graduate 
course on Accounting Practice. Mr. 
Block is a member of the firm of 
Anchin, Block & Anchin. 
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audit instructions, check marks, firm 
bulletins, suggestions to firm, incoming 
mail, outgoing mail, typing, library, 
purchases from clients, deportment, 
and general data. 

Certain of the foregoing instructions 
contain references to other manuals, 
such as audit instructions and report 
typing. The use of separate manuals 
for these two subjects is quite logical 
because of their size and importance. 
Further material on manuals will ap- 
pear in future columns. 


Tax Newsletters to Clients 


Accountants have been solicited to 
subscribe to a service which would fur- 
nish them, at regular intervals, a 
printed tax newsletter service bearing 
the individual accountant’s name. In 
turn, the accountants were to mail these 
newsletters, as if their own, to clients. 
There has been considerable discussion 
of the professional ethics involved. Ke- 
cently the Committee on Professional 
Ethics of the American Institute of 
Accountants issued an opinion on this 
subject, one which most accountants 
will subscribe to. The following is the 
text of the opinion: 

“In the opinion of the committee, im- 
printing the name of the accountant on 
newsletters, tax booklets or other similar 
publications which are prepared by others 
and distributed by a member of the Institute 
does not add to the usefulness of the mate- 
rial to the reader. Use of the imprint, in 
the committee’s opinion, is objectionable 
in that it tends to suggest (and has been 
interpreted by many as a means of) cCir- 
cumventing Rule 10 of the Rules of Profes- 
sional Conduct, which says that a member 
shall not advertise his services. 

“Since the imprint of the acountant’s 
name serves no useful purpose and since 
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it may be misconstrued to the detriment of 
the profession, it is the conclusion of ‘this 
committee that the distribution of news- 
letters, tax booklets or similar publications, 
prepared by others is not in the interest 
of the public or the profession when such 
material is imprinted with the name of the 
accountant furnishing the material. 

“The committee sees no grounds for ob- 
jection to furnshing material of the type 
indicated to clients or others provided that 
such material does not carry the imprint 
described and provided that such distribu- 
tion is limited in a manner consistent with 
Rule 7. 


The Rule of Privilege 

and Accountants 

The Circuit Court cf Appeals (5th 
Circuit ) has held that a state law grant- 
ing privilege of confidential relationship 
to records turned over to an accountant 
by a taxpayer, in connection with the 
preparation of a federal income tax re- 
turn, is not a bar to a subpoena by an 
Internal Revenue Agent. 

In the subject case the records sub- 
poened fell into three categories, 
namely : 

1. Papers belonging to the client, 
turned over to the accountant. 
The accountant’s own papers. 
Papers in the first two categories 
pertaining to outlawed years. 

The tax department was upheld in its 
right to access to all of the foregoing 
papers. This is a legal matter which, 
of course, will always require the advice 
and collaboration of an _ attorney. 
Nevertheless, accountants are fore- 
warned that, while this decision holds, 
state laws do not govern. 

Details of this case (Frank J. Fal- 
sone, CPA v. U. S.-A., 6/26/53) will 
be found in the Journal of Account- 
ancy, August 1953, p. 238. 


Credit Executives’ and 
Accountants’ Relations 


A memorable meeting of credit ex- 
ecutives and certified public account- 
ants was held on April 28, 1953. Close 
to one thousand persons were present. 
The meeting was sponsored by the re- 


spective inter-organizational committees 
of the New York State Society of Certi- 
fied Public Accountants and the New 
York Credit & Financial Management 
Association. Its purpose was the dis- 
cussion of a number of questions, previ- 
ously prepared by each committee for 
response by the other, and such audi- 
ence discussion and questions as time 
would permit. 


The meeting was a great success as 
evidenced by the capacity turnout and 
the interest that was displayed by the 
audience. 

Certain of the questions raised by the 
accountants and the answers of the rep- 
resentatives of the credit executives are 
worthy of publication for the informa- 
tion of those accountants who did not 
attend. 


“Question: Individual practitioners have 
very often complained that their livelihood 
is being jeopardized by the practice in- 
dulged i in by some credit men of encourag- 
ing customers to make changes in their 
accountants because of the credit men’s 
lack of experience with the accountant or 
because the accountant is not well known 
in the industry. Very often there is an im- 
plication on the part of the credit man that 
he would be more liberal in the extension 
of credit if the customer would engage one 
of the several larger firms with which he 
has had experience or some other account- 
ant well known to him. 

(a) Under what circumstances would 
the suggestion for a change in accountants, 
even by implication, be justified? Should 
the suggestion for a change ever be made 
without investigation by the credit man as 
to the accountant’s standing in the profes- 
sion? 

(b) What suggestions can you make 
that would assist the State Society through 
its Committee on Cooperation with Com- 
mercial Credit Grantors in safeguarding 
the interests of the individual practitioner 
who is striving to develop an accounting 
practice but who may be at an extreme 
disadvantage because of the friendly rela- 
tionship existing between the credit men 
in a certain industry and a comparativ ely 
limited number of accountants : 


“Answer by Mr. Hunter (Pacific Mills) : 


“From the standpoint of the accountant 
who is displaced, I certainly do not think 
that any credit man could justify influenc- 
ing or directing a change. Isn’t this, then, 
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the real answer to that problem? The 
action would have to justify itself. No in- 
dividual should do it. The decision would 
have to be made with concern not for the 
expediency but for the human values. 

‘An accountant is a professional man. 
His stock in trade is his reputation for 
honor and ability. Nothing can justify de- 
stroying that. If you destroy that you 
destroy the man. In addition, if credit men 
do that, they would be sowing the seeds 
of something that eventually would destroy 
the credit profession. I do not think the 
practice is widespread or in danger of be- 
coming widespread. There are undoubtedly 
a tew accountants without honor and 
ability, just as there are such men in every 
field of endeavor. I would root them out 
without fear or hesitation. But I would be 
a hundred per cent sure of my facts and I 
would not set myself up as judge and jury. 

“I would like to emphasize, as far as that 
is concerned, no one has done more in that 
respect than the accountants, themselves. 
Because, if you have something to complain 
about in an accountant’s work, where did 
you find out? Only from another account- 
ant. They have unquestionably done a 
wonderful job of raising themselves to a 
real professional standing. 

“I do think any credit man who attempts 
to push one accountant at every opportunity 
creates a situation where that accountant 
is under an obligation to him and that can 
then only be detrimental to all the other 
creditors. In expanding such an arrange- 
ment, it is un-American and un-democratic 
and, consequently, is bound to perish of 
itself. 

‘Any credit man who attemps that prac- 
tice is a disgrace to his profession and, not 
only that, I think he is a little dull-witted. 
I will tell you why: I have been in credit 
work over thirty years and have seen 
thousands of failures. The vast majority of 


those had no CPA on the books. My con- 
clusion, therefore, is that the credit pro- 
fession and the industry we serve would be 
better off to get every customer to retain 
a CPA rather than to regulate those CPAs, 
who are already doing a fine job. Profits 
on volume and peace of mind would far 
offset any losses from a few black sheep 
accountants who may still be around— 
although I certainly doubt that there are 
many. 

“Never to suggest any change is to as- 
sume every accountant renders equal serv- 
ice. That is as bad as the other extreme. 
In my opinion, the burden of the proof is 
on the credit man to show that the sugges- 
tion for a change is not tainted with 
favoritism or personal interest, and he 
should consult long and carefully with 
everybody concerned. 

“As far as the young accountants are 
concerned, the advice to be given to them, 
if the individual accountant who is com- 
plaining will agree that the world—let 
alone the credit man—does not owe him a 
living, if he will agree he cannot come out 
of school and immediately match the prac- 
tice of an established firm, I believe he is 
entitled to a helping hand and the State 
Society’s Committee should not hesitate to 
take up a complaint with leaders of the 
credit profession. Many times a misunder- 
standing is involved which can be cleared 
up promptly. 

“Anyone who assumes that an accountant 
is reaping the benefits from credit men on 
anything but ability is making a serious 
mistake. He may reap temporary benefits 
but for the long pull he is reaping a har- 
vest of headaches. There is no such thing 
as a free lunch, and I say that to the 
accountants and to the credit men.” 


Other questions and answers will ap- 


pear in future columns. 


AN ADIRONDACK VIEW 


Summer Vacations are used for different purposes by different people : 


1. To collect auto bumper signs. 
2. To break-in a new car. 

= 

] 

the television. 

4. To write a new book. 


To show the kids our country, when they would rather go swimming or watch 


Hope the new books born for us this summer will be really very good ones. 


LEonARD HouGcuton, CPA 
“Adirondack Chapter” 
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Conducted by SAMUEL S. REss 


Social Security Taxes 


Form 941c, Revised Statement 
to Correct Information 


The employer may correct informa- 
tion previously reported in error on the 
Federal Quarterly Payroll Tax Report 
(Form 941). Form 94le is provided 
for use only in correcting a return after 
it is filed, if the employer has errone- 
ously reported or omitted an employee’s 
Social Security number, name or 
wages. If a return was not filed for 
one or more calendar quarters, the em- 
ployer should file the required returns 
on Form 941, and not on Form 941c. 
Some of the kinds of errors in report- 
ing that may be corrected by filing a 
Form 941c are as follows: 

(a) Excessive wages reported 

(b) Wages in excess of $3,600 

reported 

(c) Not enough wages reported 

(d) Wages omitted from returns 

(e) Wages reported in lump sum, 

without names 

({) Wrong Social Security number 

reported, or wrong name re- 
ported 

(g) Wages reported for wrong 

period 





SAMUEL S. Ress has been an As- 
sociate Member of our Society since 
1936, and is also a member of the 
sar. He has specialized in the pay- 
roll tax field since the inception of 
this type of legislation in 1930. 

Dr. Ress is Vice Chairman of the 
Society's Committee on Labor and 
Management and a member of its 
Committee on State Taxation. 
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New York State Unemployment 
Insurance 


Retention of Benefits Erroneously 
Paid under Section 597 of the Law 
Claimant applied for benefits from 

June 23, 1952. On his application for 

unemployment insurance benefits, he 

indicated “arthritis” following the 
printed statement on the form: “I left 
or lost my job because.” Despite the 
issuance of a determination by the local 
office that claimant was not capable of 
employment and, therefore, not entitled 
to unemployment insurance benefits, he 
was paid $147 in benefits due to an 
error on the part of a clerk. The State 

charged the claimant on September 11, 

1952, with the overpayment and de- 

manded repayment. The claimant re- 

fused to repay the benefits and de- 
manded a hearing. The Referee held 
that though the claimant was incapable 
of employment, he was entitled to re- 
tain the benefits. The Referee had 
ruled that Section 597 of the Unem- 

ployment Insurance Law permitted a 

claimant to retain the benefits paid to 

him under the circumstances in this 
case. 

In Appeal Board case #34,910-52, 
decided January 23, 1953, they held 
that the Referee had erred in allowing 
the claimant to retain the benefits. The 
Board held that benefits paid in error 
subsequent to the issuance of a dis- 
qualification determination invalidating 
the original claim, cannot be retained. 
Section 597 of the law applies to situa- 
tions where money is paid under the 
authority of an initial determination 
and while such initial determination is 
in effect. 

Part-time School Bus Drivers 


Covered by Unemployment 
Insurance Law 


The Matter of Liability for Unem- 
ployment Insurance Contributions un- 
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de Article 18 of the Labor Law, of 
Charles Stoltz, was decided on Decem- 
ber 30, 1952. The Appellate Division, 
Third Department sustained Appeal 
Board Case Number 29,839-51, that 
the statute makes no distinction 
between part-time and full-time em- 
plovees so tar as coverage 1s con- 
cerned by an employer liable for 
contributions. It held, further, that the 
bus drivers were the employees of the 
contractor and not the employees of the 
school district, even though all their 
services were used in transporting the 
children to and from school in so far 
as this particular employment was con- 
cerned. 


Union Rule As Good Cause for 
Claimant Leaving a Job 


Che Unemployment Insurance Law 
penalizes an employee who leaves a job 
without good cause. The Court of Ap- 
peals reversed the Appellate Division 
and the Unemployment Insurance Ap- 
peal Board in a decision dated April 24, 
1953, Appeal Board case #23,453-50 
entitled, “Jn the Matter of the Claim 
lor Benefits under Article 18 of the 
Labor Law, made by Frank Frol, 
Claimant-Respondent, Calmar Steam- 
ship Corporation, Employer-Appellant, 
Edward Corsi as Industrial Commis- 
sioner, Respondent.” 

In a per curiam opinion, with Judge 
Froessel dissenting, the Court found 
that the Referee and the Appeal Board 
found justification for the claimant’s 
relinquishment of his job, in the union’s 
60-day rule. The mere fact of the 
existence of such a union rule did not 
warrant the conclusion that claimant 
was excused from continuing his em- 
ployment. The Referee and the Appeal 
Board had to go further and determine 
whether under all the facts of the case, 
the claimant was justified in complying 
with the union regulation. Such an in- 
quiry would involve a decision as to the 
reasonableness of the regulation in 
question. Do the nature of the industry, 
the state of the labor market, and other 
relevant considerations furnish a rea- 
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sonable basis for the regulation? The 
court stated: “. . . To hold otherwise 
would be to allow the union to deter- 
mine arbitrarily what constituted ‘good 
cause’ for the claimant’s leaving his job 

a function which the Labor Law en- 
trusted to the Referee and the Appeal 
Board (See Section 623 of the Labor 
Law ) i 


Right of Claimant’s Last Employer 

(Not a Base Year Employer) 

To Ask For a Hearing 

In Appeal Board case #33,219-52, 
dated January 13, 1953, the Appeal 
Board reversed the Referee who had 
barred the claimant’s last ‘employer. 
The Appeal Board held that claimant's 
last employer is entitled to a hearing on 
an initial determination holding that 
claimant left employment with good 
cause, even though claimant did not 
work for such employer during his base 
period and benefits paid would not be 
charged to the employer’s account. 


Allocation of Vacation Pay 

Appeal Board case *33,796-52, dated 
February 11, 1953, laid down this rule: 
“If there is a plant shut-down for more 
than one week and the union contract 
only requires the .workers to take one 
week of paid vacation during such time 
and the second week may be taken any 
time during the calendar year as re- 
quested, the second week of the paid 
vacation is allocated to the second week 
of the plant shut-down unless it is ac- 
tually shown that the second week of 
paid vacation is actually requested and 
taken after the reopening of the plant.” 


“Weeks of Employment” When 
Vacation Pay Comes from 
Industry Fund 
So-called ‘“‘vacation pay” disbursed 

from a general pooled fund, financed 

through fixed contributions by the 
members of an employer association 
maintained for all the employees in the 
industry and managed by the associa- 
tion, do not constitute remuneration for 
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Payroll Tax Notes 


a specific period but rather a bonus 
based on prior services. In Appeal 
Board case #33,820-52, decided Janu- 
ary 30, 1953, the above rule was laid 
down, after it was found among other 
things that the industrial agreement be- 
tween the Employer Association and 


the Port Watchmen’s Union of the 
Port of New York provided for pay- 
ments to be made directly to the em- 
ployee by the Association upon appli- 
cation for “vacation pay” by the em- 
ployee who had put in 1,350 hours of 
work during a sporadic work-year. 


Insurance Notes for Accountants 


(Continued from page 584) 


Case 1: A staff member working on 
an audit in a city far removed from the 
accounting office went to lunch. Upon 
entering a restaurant, he swung the re- 
volving door quickly enough to send an 
elderly lady sprawling with a broken 
hip. The injured person’s attorney took 
legal action not against the restaurant 
nor the staff member, but against the 
accounting firm located in the distant 
city. A settlement was made, because 
the accounting office was liable at law 
for injuries negligently caused by any 
of its employees during the course of 
their work. Even lunchtime in a distant 
city was considered to be “during the 
course of work.” 

Case 2: A staff member working in 
a large retail store volunteered to help a 
store employee who was _ struggling 
with a bulky package. The package was 
handed down to the accountant who in- 
advertently dropped it, striking a store 
customer. The accounting firm was held 
liable for damages claimed by the in- 
jured person. 


Case 3: An accounting office mes- 
senger, hurrying to deliver an envelope 


to a client, ran into a young lady, who 


in falling struck her face on the side- 
walk curb and was caused a facial dis- 
figurement. The accountant was in this 
instance also held legally liable for the 
injuries involved. 


In arranging public liability insur- 
ance, the accountant should select pro- 
tection limits of at least $50,000 as to 
injuries to one person, $100,000 as to 
injuries to more than one person in the 
same incident, and $5,000 as to damage 
to property. Higher limits are sug- 
gested, since the cost differential is 
highly disproportionate to the increase 
in protection. It is also preferable to 
have the word “occurrence” substituted 
for the word “accident” in the policy 
proper, an improvement which most in- 
surance companies will agree to for an 
extra charge of about $3.00. 
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SECURITIES AND EXCHANGE COMMISSION 
Washington, D. C. 


Accounting Series 
Release No. 74 


Adoption of Amendments to Certain Rules 
of Article 6 of Regulation S-X 

On March 16, 1953, the 
nounced that it had under consideration 
proposed amendments to certain rules of 
Article 6 of Regulation S-X which governs 
the form and content of financial statements 
of management investment companies other 
than those which are issuers of periodic pay- 
ment plan certificates required to be filed 
under the Investment Company Act of 1940, 
the Securities Act of 1933 and the Securities 
Exchange Act of 1934. It invited all inter- 
ested persons to submit views and comments 
on the proposed amendments. The Commis- 
sion has considered the comments and sug- 
gestions received, and has determined that 
the proposed amendments should be adopted 


Commission an- 


with certain modifications which have been 
incorporated in the amended rules. 
Purpose of Amendments 

The purpose of the amendment of Rule 
6-08 of Article 6 of Regulation S-X is to 


segregate the effect of changes in ‘“Undistrib- 
uted Net Income” account from other changes 
net assets and to permit the showing of cer- 
tain items included presently in the rule sub- 
ordinate to a general caption “Capital” or 
“Principal” in order to distinguish more 
sharply between capital and income. 

Rule 6-09 has been amended in order to 
provide a simple and self-explanatory title, 
to clarify the instructions and to distinguish 
here again more sharply between capital and 
income. 

The use of the optional Statement of 
Sources of Net Assets prescribed by Rule 
6-09 is extended to closed-end companies 
having only one class of outstanding capital 
securities and reflecting their assets at value. 

To avoid misinterpretation of the qualify- 
ing parenthetical phrase * ‘(excluding gain or 
loss on investments)” presently shown in 
Rule 6-09-6, which was understood by some 
as calling attention to the existence of addi- 
tional income or loss and by others as em- 
phasizing the exclusion of such gains or 
from income, the qualifying phrase 
has been omitted from Rule 6-09-6 and 
Rules 6-03-21(a) (2), 6-04, 6-04(b)-7 and 
6-07-2, which latter four rules also include 
the qualifying phrase. Further, since the 
rules require that all three elements! of per- 


losses 


1 Net income from interest, 


dividends and other income; 


separately 
it appears 
phrase 


formance during the period be 
stated but assembled on one page, 1 
appropriate to discard the qualifying 
in the above rules. 


Statutory Basis 

The amendments of the rules are adopted 
pursuant to authority conferred upon the 
Commission by the Securities Act of 1933, 
particularly Sections 7, 10 and 19(a) thereof, 
the Securities Exchange Act of 1934, particu- 
larly Sections 12, 13, 15(d) and 23(a) there- 
of, and the Investment Company Act of 1940, 
particularly Sections 8, 30, 31(c) and 38(a) 
thereof. 


Text of Amendment of Rules 

The texts of the amendments of the rules 
hereby adopted are as follows: 

I. Rules 6-03-21(a) (2), 6-04, 6-04(b)-7 
and 6-07-2 are amended by deleting from each 
of these rules the qualifying parenthetical 
phrase ‘(excluding gain or loss on invest- 
ments ).”” 

II. Rule 6-08(b) (1) is amended by adding 
to the instruction the following sentence: 
“Show parenthetically or otherwise the bal- 
ance of undistributed net income included in 
net assets at the beginning of the period.” 

Rule 6-08(b) (8) is amended by adding to 
the instruction the following sentence : “Show 
parenthetically or otherwise the balance of un- 
distributed net income included in net assets 
at the end of the period.” 

Rule 6-08(b) is amended by inserting the 
following general instruction immediately fol- 
lowing Rule 6-08(b) (8): “Captions (b) (3) 
to (6), inclusive, may be shown subordinate 
to a general caption ‘Capital.’ If appropriate, 
the term ‘Principal’ may be used in place of 
‘Capital.’ ” 

III. Rule 6-09 is deleted and the following 
amended Rule 6-09 is substituted therefor: 
Rule 6-09. Statement of Sources of Net 

Assets. 

Companies having only one class of out- 
standing capital securities, and reflecting all 
assets at value, may combine — 20 and 
21(a)(1) of rule 6-03, provided (1) the 
analyses prescribed by rule 6-03-21(b) are 
furnished and (2) other information compar- 
able to that prescribed by captions 20 to 24 
of rule 6-03 is set forth in substantially the 
following form: 

(1) Capital—If appropriate, the term 
Principal may be used in place of this caption. 


net realized gain or loss on investments; and 


increase or decrease of unrealized appreciation or depreciation of assets. 
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(a) Excess of amounts received from sale 
f capital shares over amounts paid out in 
redceming or reacquiring shares——State here 
or in a footnote the number of shares auth- 
orized, the number of shares outstanding, 
and the capital shares liability thereof. The 
information required by rule 6-02-8 shall be 
given in a footnote or by reference to the 
statement of changes in net assets. 

(b) Aggregate distributions from net pro- 
ceeds from sale of capital shares—See also 
rule 6-07-1(b). 

(c) Balance of capital paid in on shares. 

(d) Accumulated net realised gain or loss 
on investments. 

(e) Accumulated distributions of realized 
gain on invesiments——The amount shown 
under this caption (e) shall be added to or 
deducted from caption (d) as appropriate to 
give a single total which need not be sepa- 
rately designated. See rule 6-07-3 with re- 
spect to companies organized cr most recently 
reorganized prior to January 1, 1925. 

({) Unrealized appreciation or deprecia 
tion of assets.—See rule 6-02-9. 

(g) Total of captions (a) to (f), inclusive. 
(2) Balance of undistributed net income. 

3) Net assets applicable to outstanding 
shares. 

The proposal to amend Rule 6-09 did not 
extend its application to closed-end com- 
panies. Since, however, the amendment of 
Rule 6-09 to include closed-end companies 
has been adopted pursuant to requests of cer- 
tain registrants and since it extends a privi- 
lege to all registrants and is not adverse to 
investors, the Commission finds that the giv- 
ing of notice and the institution of public 
rule-making procedure pursuant to Section 4 
ot the Administrative Procedure Act with re- 
spect to the applicability of Rule 6-09 to 
closed-end companies are unnecessary. 


Effective Date 

The foregoing amended rules shall become 
effective July 1, 1953; however, they may, at 
the option of the registrant, be applied im 
mediately. 

By the Commission. 

OrvaL L. DuBols 
Secretary 

(SEAL) 


Accounting Series 
Release No. 75 


Amendments to Certain Rules of 
Article 6 of Regulation S-X 


Purpose of Amendments 
The Securities and Exchange Commission 
today announced the adoption of amendments 


1953 


to Rules 6-07-1(a), 6-07-2, 6-07-3 and 
6-08(b) of Article 6 of Regulation S-X for 
the purpose of permitting reigstrants to state 
the dividends paid per share during the period 
of the report in an aggregate amount for e ich 
source of dividends paid instead of showing 
the dates and amounts per share of dividends 
paid on a quarterly or other basis during the 
period as the above rules in part require 
presently. 


Statutory Basis 


The amendments of the rules are adopted 
pursuant to authority conferred upon the 
Commission by the Securities Act of 1933, 
particularly Sections 7, 10 and 19(a) thereof, 
the Securities Exchange Act of 1934, particu- 
larly Sections 12, 13, 15(d) and 23(a) there- 
of, and the Investment Company Act of 1940, 
particularly Sections 8, 30, 31(c) and 38(a) 
thereof. 


Text of Amendment of Rules 
The texts of the amendments follow: 


Rule 6-07-1(a), last sentence is amended 

by substituting therefor the following sen- 
tence: “State in a footnote or otherwise the 
aggregate amount per share of dividends paid 
during the period of the report.” 
Rule 6-07-2, paragraph one, last sentence 
is amended by substituting therefor the fol- 
lowing sentence: “State in a footnote or 
otherwise the aggregate amount per share 
of dividends paid during the period of the 
report.” 


Rule 6-07-3, last sentence is amended by 
substituting therefor the following sentence: 
“State in a footnote or otherwise the aggre- 
gate amount per share of dividends paid 
during the period of the report.” 


Rule 6-08(b), last paragraph is amended 
by substituting therefor the following para- 
graph: ‘State in a footnote or otherwise to 
captions (2), (3), and (6) the aggregate 
amount per share of dividends paid during 
the period of the report.” 

Since the amendments have been adopted 
pursuant to requests of certain registrants 
and since they extend a privilege to all regis- 
trants and are not adverse to investors, the 
Commission finds that the giving of notice 
and the institution of public rule-making pro- 
cedure pursuant to Section 4 of the Adminis- 
trative Procedure Act are unnecessary. The 
amendments shall become effective immedi- 
ately. 

By the Commission. 


OrvaL L. DuBots, 
Secret tary. 
(SEAL) 
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To the Editor of The New York 

Certified Public Accountant: 

In an article in the July issue of the 
New York Certified Public Accountant 
Mr. Mauriello “points out the need for 
further clarification on Statement 6 of 
A.R.B. 29, as well as for the correction 
of certain inaccurate implications aris- 
ing from it.” 

The author gives the following infor- 
mation with respect to an item in 
inventory : 











Original cost ........ $.60 
Replacement cost .... .59 
ee 98 
Disposal costs ....... $.25 
Normal net profit ....  .15 40 
Net realizable value 

less normal profit... $.58 


Mr. Mauriello claims that (1) under 
A.R.B. 29 the item would be valued at 
59 cents and (2) this is incorrect as it 
should be valued at 58 cents. He 
reaches these conclusions by defining 
“market” to his own satisfaction as 
“cash realizable value” which is a much 
narrower definition than that of the 
bulletin. 

If the original cost had been 59 cents 
Mr. Mauriello would apparently insist 
on writing down the item to 58 cents 
despite the facts that (1) the article 
could not be replaced for less than 59 
cents and (2) the owner is apparently 
assured of a reasonable profit. Consider 
the absurdity of trying to convince a 
business man that by the mere act of 
buying a readily salable article, a loss 
has been sustained. 

Most people, I feel, after reading the 


Bulletin would value the item at 60 
cents. It cannot be valued in excess of 
598 


73 cents (net realizable value) nor less 
than 58 cents (net realizable value less 
approximate normal profit). It might 
be argued that it should be valued at 59. 
cents replacement cost. The Bulletin, 
however, contains a sentence which 
reads, “Furthermore, where the evi- 
dence indicates that cost will be recov- 
ered with an approximately normal 
profit upon sale in the ordinary course 
of business no loss should be recognized 
even though replacement or reproduc- 
tion costs are lower.”’ Most accountants 
would probably feel that if a 15% profit 
is around normal then a profit of 13% 
is not a sufficient departure to justify a 
write-down. 


Yours very truly, 
JouN PEOPLES 


Peat, Marwick, Mitchell & Co. 
New York, N. Y. 


Rejoinder 

I shall answer Mr. Peoples’ letter 
regarding my article on “Inventory 
Pricing” by stating each point that he 
raises, and then making appropriate 
comment. 

Mr. Peoples asserts that I define 
“market value’ to my own satisfaction 
as “cash realizable value” and that the 
latter term is a narrower definition than 
that in the Bulletin. He fails to state 
wherein my term is narrower. The 
term which I use springs from State- 
ment 5 of the Bulletin, which contains 
the phrase “utility of goods, in their 
disposal in the ordinary course of busi- 
ness”, and from the repeated use in the 
3ulletin of the word “utility”. The 
utility of an item can only be measured 
in terms of the purpose for which the 
item is intended or the use to which it 
is to be put. Goods in their raw state or 
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Correspondence 


various stages of completion are proxi- 
mately or ultimately to be sold. Their 
utility, therefore, is derived from the 
sales price they command, which is 
aptly expressed in the phrase “cash 
realizable value.” Bulletin 29. states 
that the rule of pricing inventories at 
“cost or market, whichever is lower” 
provides a practical means of measur- 
ing utilitv. | merely proposed that the 
rule read “cost or realizable value, 
whichever is lower,” in the interests of 
precise terminology, without contradic- 
tion of the basic philosophy of the 
Bulletin. 

Mr. Peoples next refers to my illus- 
tration, and substitutes for the 60¢ cost 
assumed therein a 59¢ cost. He then 
maintains that the inventory should be 
valued at 59¢, first, because this amount 
is its replacement cost, and, second, be- 
cause the owner is assured of a “rea- 
sonable profit.” Regarding Mr. Peoples’ 
first point, he clings to the use of re- 
placement cost, without proving its 
validity as a measure of utility (cash 
realizable) value, and, simultaneously, 
without refuting the logic of the 58¢ 
inventory value which I would use on 
the basis of cash realization. Regarding 
his second point, Mr. Peoples proposes, 
unwittingly perhaps, a concept of “rea- 
sonable profit”, which, of course, is not 
synonymous with the concept of “‘nor- 
mal profit” presented in the Bulletin. 
Aside from this, an assumed cost of 59¢ 
implies a selling price of 99¢ as a point 
of departure consistent with the origi- 
nal illustration. If the sales price were 
to decline to 98¢, as was assumed in the 
illustration, there is a 1¢ shrinkage in 
profit which must be, recorded in the 
current period of decline. Obviously, 
the only way that this shrinkage can be 
reflected currently is by reducing the 
inventory to 58¢. 

Mr. Peoples next takes the facts of 
my illustration and concludes that the 
inventory value of the item should be 


its cost of 60¢, even though it exceeds 
the replacement cost of 59¢. This posi- 
tion is based on the relative magnitudes 
of the amounts in the illustration. The 
purpose of the illustration was to bring 
out the inaccurate implications of state- 
ment 6, and to stress the need for a 
proper measure of cash realizable value. 
No consideration was given to the ma- 
teriality or immateriality of the spread 
between the various amounts being 
compared in establishing the inventory 
value. If my illustration is analyzed in 
the perspective in which it was pre- 
sented, it still remains valid. Mr. 
Peoples’ quotation from the Bulletin is 
mere recognition of the broad working 
principle that the accounts may ignore 
nominal or immaterial adjustments. 
With this premise, which incidentally 
underlies all research bulletins issued 
by the Committee on Accounting Pro- 
cedure, I concur wholeheartedly. 

The purpose of my article was to set 
forth proper criteria for measuring the 
utility or cash realizable value of inven- 
tories. Incidental thereto, the article 
sought to refine Statement 6 of Bulletin 
29, and to eradicate the dogma and ar- 
bitrariness which still inheres in the use 
of replacement cost as a measure of 
utility value. The subject warrants con- 
siderable study. Issues requiring clari- 
fication include the concept, determina- 
tion, and expression of normal profit ; 
the effects of fixed and variable costs in 
the determination of net realizable 
value and net realizable value reduced 
by normal profit; and the procedures 
necessary where cost is incomparable 
with current utility or cash realizable 
value. The last named issue has special 
reference to LIFO, under which the in- 
ventory is for the most part valued at a 
past, rather than a current, cost. 


JosepH A. MAURIELLO 


Associate Professor of Accounting 
New York University 





New York State Society of Certified 
Public Accountants 


Awards for Superior Scholarship—19 53 


Adelphi College: 
Henry C. Gooszen 
University of Buffalo: 
Paul F. Eckel 
Dolson Ira Mosher 
Canisius College: 
John A. Hahn 
William L. Neffke 


The City College of New York: 


Gerston Lebowitz 
Richard Schwartz 


Clarkson College of Technology: 


Arthur R. Bour 
Columbia University: 

Robert W. Bronsteen 

Anson M. Williams 
Cornell University: 

Francis J. Gallagher 
Fordham University: 

Eugene John Kelly 

Joseph Owen Klages 
Harpur College: 

Michael Serko 
Hofstra College: 

Edgar Arenz 
Iona College: 

Robert A. Magrin 
LeMoyne College: 

Joseph E. Fitzpatrick 


Long Island University: 
Stanley Goodman 
3enedict Schiraldi 
Manhattan College: 
Roger George Devey 
Harold Joseph Donohue 
New York University—School of Com- 
merce, Accounts, and Finance: 
Jerome Charles Heidelberg 
Harold Kadin 
New York University—Graduate 
School of Business Administration 
Arthur M. Arnold 
Niagara University: 
Richard F. Crilly 
Pace College: 
Norman J. Hull, Jr. 
Henry Landsman 
University of Rochester: 
Harlan P. Gerring 
St. Bonaventure University: 
Donald Frederick Denz 
Francis Casimir Uszenski 
St. John’s University: 
William C. Swift 
Stanley H. Young 
Siena College: 
Eugene J. Bachmeier 
John William Donovan 


Syracuse University: 
Howard T. FitzGerald 
Robert Schmarder 


ae S— 


Awards in the 1953 Prize Essay Contest 


First Prise—‘Costing for the Petroleum Refining Industry”, 
by Charles Berlowitz 


Second Prize—‘‘Forensic Accounting” 


by Max Lourie 


Honorable Mention—*Accounting Aspects of Nationalization of Industry”, 
by Henry Lowenthal 
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